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Coming — What are the accountant's re 
sponsibilities regarding his working papers 
and his client's books and records? An 


article next month details these respon- 
sibilities 


The role now played ky American business 
as leading exporter to the world is not with- 
out increased tax burdens. You will profit 
and learn from a reading of ‘United States 
Income Taxation of International Sales of 
Personal Property,'’ by Andrew W. Brainerd 


Godfrey W. Welsh is the expert, of a well 
known accounting firm, who writes on the 
tax problems of acquiring oil properties 


through oil payments. 


The vigorous enforcement of the ‘‘claim of 
right’ doctrine creates inequities at times 
and especially when the buyer retains a 
portion of the purchase price. This conflict 


is analyzed by Arno Herzberger 


There is more, of course— 
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to promote sound thought 


economi« é i ind account 


ng principles relating to all 


federal ind state taxation 
lo this end it contains signed 
irticles on tax subjects of 
irrent nterest reports on 
vending state tax legislation 
nterpretations of tan iws 


nad other tax niormatior 


The editorial policy is to 

ow frank discussion of tax 
ssues On this basis contri 
butions are invited Respon 
sibility is not assumed for the 
ontents of the article or for 

e opinions expressed there 
n. Editor, Henry L. Stewart 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula 
fion Janager M. S. Hixsor 





2 


She TAX MAGAZINE 


Contents for Interpretations 


Washington Tax Talk 
April Safeguarding Constitutional Rights in Tax Fraud 


1954 Investigations by Paul P. Lipton 


Does a Lease-Back Save You Money? 
Vol. 32 No. 4 by Willard J. Lassers 279 


Penalty Problems by Sidney Gelfand 289 
Intent and Taxes by Ned Fischer 303 


Marital Bliss and the Unromantic Tax Laws 
by Harry Yohlin 328 


Books 334 
Articles 336 
Canadian Tax Letter 343 


Acq. and Non-acq.—From the Reader 345 
raAxes—The Tax Maga- 
zine is published month- Tax-Wise 346 
y by Commerce Clear- 
ng House Inc., 214 
North Michigan Ave- State Tax Calendar 350 
nue, Chicago 1, Illinois 
5 ered as sec d-class . 
ce Recher 1980. Federal Tax Calendar Inside back cover 
at the Post Office at 
ng “a rg gn City Tax Calendar Inside back cover 
1879 Subscription 
price: $6.50 per year 
single copies, 60¢ 
April 1954 Volume 
Number 4 


Change of address 
should be received at 
least 30 days before the 
date of the issue with Printed in U.S.A 
which it is to take ef- 


Copyright 1954 by Commerce Clearing House, Inc 
fect 


All Rights Reserved 





Administrative... 


FEDERAL 


TAXES [x VALUATION of closely held stock for 


estate tax purposes the following are fundamental and require 
careful analysis in each case: the nature of the business, the 
history of the enterprise and the date of incorporation; the 
economic outlook in general and the condition and outcome of 
the specific industry in particular; the book value of the stock 
and the financial condition of the business; the earning capacity 
of the company; the dividend-paying capacity; good will; sales 
of the stock and the size of the block of stock to be valued; and 

market price of stock of corporations engaged in the same or 


imilar line of business which are listed on the exchange 


Revenue Ruling 54-7; 


_ 

| Hk TAXPAYER, without advice of counsel, 
determined losses for the year offset anv income, so he 
did not file ; Phe ‘Tax Court admits that the taxpayer 1s 
confused between th “oross income” and “net taxable 


income but his bank accounts and_ stock 


brokerage accounts, determined that his income for the year 
over $35,000 and that the penalty for failure to file should 


assessed.-Nyweck, CCH Dec. 20,153(M), 13 TCM 131 


] ‘ ] 
Viou \ AXCC can 


unusual situation arose in the case of Estate of Yantes, before 


Ri GARDING the estate tax yperty pre 
he taxe 


‘d again within five years. This 


the Tax Court. Mrs. Yantes created an irrevocable trust, retain 


ing the income for herself for life. Her son was given a general 


testamentary power of appointment over the corpus. The son 
died first and by his will exercised the power in favor of his wife 
and children lis estate paid a tax on this property, less the 
value of the life estate of the mother. Then the mother died, 


and her estate was taxable on the value of the trust, that 1S, the 
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estate was not allowed a deduction for the property previously 
taxed. “The deduction applies only where the second decedent 
received the property from the prior decedent. . . . The im 
portant point is that no clear intent of Congress to allow the 
deduction to the second decedent in a complicated situation like 
| 


this can be 9 


) eaned from any available source.’—-CCH De 
20:4835,21 (C—, No. 95. 


B ASEBALL PLAYERS can deduct travel 
ing expenses—meals and lodging when they are away from the 
home club town pursuing the business of baseball—from their 
income, says a new ruling. If the baseball player has another 
business, perhaps he can deduct expense incurred at the home 


club town, providing that town is not the same town in which he 
has his business 


\ LESSOR’S royalty interest in an. oll 
lease becomes worthless when those who are in the oil business 
decide that there is no reasonable prospect of finding oil, and 


cancel the lease.—-Pool et al. Fa’rs v. U. S., 54-1 USTC § 9263 


PARTNERS AGREED to dissolve and sell 


the business. First they agreed to equalize their own drawing 
accounts on estimates of the current vear’s profits. This done, 
they later formaily dissolved the partnership. The petitioner 
reported for income tax purposes his withdrawals up to the time 
of the dissolution and sale RB the 


quished all 


q sales agreement he relin 
right to profits of the partnership up to the time of the 
sale However, tor tax purposes the petitioner s pro rata share 
of the partnership profits should have been reported as ordinary 


income; the gain realized on the sale, of course, was a long-term 
capital { 


vain Johnson, CCH Dee. 20.163(M). 21 TCM No. 8O 


A RESIDENT of a community-property 
state bought, with community funds, real estate in 
munity state 


a noneom 
Upon his death, the question for determination 
was: How much of the value of the real estate in this noncom 
munity state should be included in his estate? The answer is 
one halt, because the law of this state provides that where one 
buys real estate with funds not his own, the land purchased is 
impressed with a trust in favor of the owner of the funds to the 
extent the purchase price was paid, with such funds. Since the 


wife had a present vested interest in one half of the community 


Interpretations 


259 





funds, only one half of the value of the property should be 
included in the estate of the deceased. The trust rule depends, 
however, on the law of the state in which the real estate is 
located. Revenue Ruling 54-89. 


ran 
| HE TANPAYER borrowed $12,500 to y-u1 

chase stock tor which he paid $25,000. The lender received $100 
per week as interest until the loan was repaid. The lender then 
sued for one half of the stock purchased, and the borrower brought 
an action for usury on the loan. This litigation was settled for 
$7 500 paid by the taxpayer (borrower ) to the lender The Tay 
Court holds that the $7,500 cleared the title of the taxpayer’s stock 
and so must be added to the cost. The payments of $100 weekly were 
allowed as interest deductions upon inadequate evidence to cor 


tradict the taxpaver s testimony Berg r. CCH Dec, 20,185¢M ) 
13 TOM 177 


_ 

| HIS PARTNERSHIP existed for 18 years 
without a written agreement. The petitioners wanted their 
children eventually to become the owners of the business. They 
made gifts to their children from their own capital accounts and 
filed gift tax returns, and the children properly paid income ta» 
on the distributive share of the partnership profits. The children, 
when free from school or military service, worked in the business 
\ partnership existed, even though there was no formal partner 
ship agreement, because all the elements of a partnership were 
present. even while a child was in military service his capital 
continued to be emploved in the Operation of the business ‘The 
Pax Court brushed away the Commissioner's objection to the 
partnership interest of one child because he was a minot 
his capital also was invested in the business he was ade 
quately represented by his father, his natural) guardian.’ 


kveritt, CCH Dee. 20,1610M). 13 TCM 155 


\ PIMELY excess profits tax refund claim 


1943 and 1944 was filed on the basis of an election to recom 


amortization of emergency facilities because of the ending 
of the emergency \fter the statutory period for the filing but 
before the claim was disallowed, the claim was amended. The 
Pax Court held that the claim as amended was timely filed 
Rockford Screw Products Company, CCH Dee. 20,190, 21 TC 


No ON, 


April, 1954 © TAXES—The Tax Magazine 





New Tax Court Judges 
Revising the Code . . 


Excise Tax Reductions 


Washington Tax Talk 


The Tax Court His tederal offices include service as a 
member of the Excess Profits Tax Council 


—T a. . } onth’s ) ~ 
New Tax Court judges. | 1S mont and the Internal Revenue Service; W orld 


presents tv newly confirmed judges War I] 


United States 


nulitary service and military gov 
ernment assignments; special assistant to 
the Attorney neral o iw United Sfates; 
and Ass‘stant ( at \ttorney for 
Marvland 


f federal incom For many al udge Fisher has been 
numerous tax cases acti 1 the work the Section of Vaxa 


wt 


an Bar Association. H¢ 

served tor two years as chairman of the 

inal and. for section (1950 and 1952) and in 1952 was 

the principal elected delegate of the Section of Taxation 

tax publications of Commercs to the House of Delegates, American Bar 

use (not incorporated at that \ssociation 

articles dealing with tz sub 

enjoyed wide publication 


The Congress 

With his partner, George Maurice Morris, 
tormer president of the American Bar As Revising the Code. work of the 
sociatior Judge Baar was coauthor of the House Ways and Mean ommmittee was 
hook Hidden Taxes in Corporate Reorganiza climaxed on March 9 \ R. 8300, in 


published in 1935 troduced tormally a venue Code of 
1954, Vas placed beto ony ss lhe bill 


12, 1891, in Jersey 
represents tl f comprehensive revision 


) ! 
Baar moved 
; : venue laws in over 50 years 


expected, the work ot re 


admitted to th inoi ar and t} nited Vising ode was a tormidable under 


t 


it involved much reorganization 

classification of existing law as well 

as the insertion of new provisions. .In con 
tent arrangement alone, the bill differs greatly 


from the existing Code 
leadership 


he bill consists 7 5 mages and, i 


anizations, Judge Raat Is 


' ilmost every instan ss reference be 

i the American Law Institut ee wwe 
| 
' 


’ tween t “old” and “new” Codes shows 
National Tax Association een the Id” and “ne le 
marked difference in the equence of the 


orton , ‘Isl ) 4 wmnor ' 
Morton | Fisher, of Baltimore, many sections According to the marginal 


yas ) 1 by f} res 1 < ° 
was appointed by the President cross references included in the 1954 Code 


P 
expired term to succeed Judge 


Black, who retired 


ry instance, Section | contains matter whicl 
is to be found in Sections 11 and 12 of the 

vate practice of law in Baltimore isting Code 
extended over many years his prac ‘ig iy up the effects of the new provi 
r, has frequently been inter ) and vain tor 1955 the 


; 


periods of public service 1ON ndividual taxpayers will 


Washington Tax Talk 26) 





reduction. Cor production and employment and theretore 
and lose hey ignificant as providing additional revenue 
a $619 million sources in the future 
1955 On March 18 the Revenue ( 
is passed by the House of Representat 
a vote of 339 to 80 Wit but oO! 
the bill was p 


19 revenue gain trom 


, amendment was m to the section o1 
timated at $581 million, S 


charitable contributions and giits). It wall 
S778 ( . } 
the $778 million reduction to in now come before the Senats 


the total effect of a $197 <a ; 
» federal taxes Excise tax reductions.—On March 10, thi 


House considered and passed H. R 
the Excise Tax Reduction Act of 1954, by 
1 te of 411 to 13. The bill would reduce 


an estimated $1 billet I 


ght about by the bill 
© imcerease later rev 
their incentive ettect 


servatiol 
hoped, will 

ind) 
funds that w used in additional 
certam 


sumer expenditures and investment 


‘bout a loss of | Passed by the House, on April 1, 1954, the 


measures ‘ bill would etfect the reductions shown below 


(Continued on page 351) 


Admissions and Dues Taxes resent Rate New Rate 


} 
, LU¢ 


[une 


Communications Taxes 
l_ong-d ; | 


nad 1] : 
ind ball-poi 


(came! 
10¢ 
LOG 
Miscellaneous Excise Taxes 
Rowling illevs bilhard Pol al . SPU v1 

LO% 

ft persons; seats, berths 10% 
The 10 per cent rate would be effective also on and after April 1, 1954, under present law 


rhe present 10 per cent rate on fishing equipment is unchanged 


rhe war tax rate of $20 a year per unit would be made the permanent rate by amendment 
of Code Section 3268 (a) 
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Safeguarding Constitutional Rights 
in Tax Fraud Investigations 


By PAUL P. LIPTON 
Member of the Milwaukee and Boston Bars 


YONSTITUTIONAL immunities have 


A beet serted infrequently at the 1 iga 


when in Tax Cases to Claims 


many tax 


against them of Violations of These Rights 


their civil tax 


Courts Haven't Been Sympathetic 


the yvern 


seeking evi procedures by 


charge ()thel be safeguarded 


stitutional rigl 
would induce 


prosecution INVESTIGATIVE AUTHORITY 
TN AND LIMITATIONS THEREON 


t 


has mini Investigations of ince ax returns are 


ration may onducted under the authority ot Section 


ives increased 36141; ti | ven ( ode, 


examinatiol to ascertain 


any return or for making 


a returt whet no as beet filed The 


(Commissioner, Vv al signated omcel 


may intringé employee, may examine books, papers, re 


and = will onside ords or memoranda bearing on matter 
ipton Prosecutions for Tax Evasion on Procedure in Tag Fraud Cases (1951) 
Policies ind Procedure rAXES—T he sJalter, Fraud Under Federal Tax Law (2d ed 
Vagazine, May, 1952, p. 350: Lyon The 1953), Ch. VII 
ie of Income Tax Evasion Its Present Other investigative provisions (Code Secs 
Status and Function 53 Columbia Law Revieu 3600-3632) are not frequently employed See 
176 Mickey The Investigative Powers of the 
For a discussion of the advantages and dis Bureau of Internal Revenue,’’ Proceedings of 
advantages of relying on constitutional rights New York University Tenth Annual Institute 
not attempted in this article, see Platt Co on Federal Taxation, p. 685 3arnes, ‘‘Inquisi 
operation vs. Non-Cooperation in Tax Fraud torial Powers of the Federal Government Re 
Cases Proceedings of New York University lating to Taxes,’’ TAxeEsS—The Tax Magazine 
Tenth Annual Institute on Federal Taxation December, 1950, p. 1211 jalter, work cited at 
Pp. 1305 American Bar Association, Symposium footnote 2. Ch. VI 
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; ' he principal constitutional limitations on 
Mr. Lipton was special attorney the conduct of investigations are imposed 


and trial counsel, Office of by Fourth Amendment, which prohibits 

. inreasonable searches ; is ures. ; th 
Chief Counsel, Bureau of Internal unreasonable searches and seizures, and the 
R 1940-1950 privilege against self-incrimination undet 
evenue, . 


he Fifth Amendment. Since it will not be 
possible to cover exhaustively every phase 
, of the Fourth and Fifth Amendments which 
quired to | wh; ame 
' lé be pertinent, ‘consideration will be 
may requ ( ‘ : 


lenis ; 1 primarily to the constitutional issues 
al i} i s «Al ‘ ‘ 1 \ 


hi ar le ! nN appraising 
are mm OVISIO EC] \ al PI 
the inve 
tion 3602 


to issue Care 


wiper bot ae ep salt Bi ytetinncs COMPULSORY PRODUCTION 


pt ie revenue V 
has been or 1s being committed upon the OF E IDENCE 
‘> + | d | . To) SIf s » 
premises to be searched. This provision ha Revenue agents ordinarily request imtor 
seldom beet ( investigation oO mation and permission to examine records; 
income tax cases if the oral request 1s not honored, a “Sum 


Apart from mitations nplicit 1 mons Lo Appear, To Testify, And To 


Section 3614(a),”. th stri 1 duce Books, Et mav be issued.” Suc i 


inivestigative aut summons 1s merely a formal demand issued 
is unposed by ) vhicl pursuant to Section 3614(a) of the ¢ r 
hibits unnecessary Prosecution for wilfully failing 
and, witl : ‘ ( auth rmation mav be instituted 


elu 


Mor Cc; r. apply ation il] 


moreover, hi 1 lf tl district court for an order 


no examunatiotr ay b - ( ul tendance, testimony 
for assessment by records mpu ( ene! 


unless the Commissions is abl » show henever criminal rosecutt 


facts warrantn sideration, but it is neverthel 


‘Similar authority is vested in the directors x9 | Supp. 304 (DC N. Y.); [ S. v. United 


of internal revenue (referred to in the statute Distillers Products Corporation, 46-2 ustc © 9327 
as collectors) by Code Sec 3615(a) See 156 F 


(2d) 872 (CCA-2). The government need * 
prove fraud to justify its authority to 
examine barred years but mere conclusory 


illegations of fraud will not suflice Bramina- 
wherein a search warrant was employed in the tion of Shapiro A 


investigation Levin 1% { 5... & FB (2d) 598 where the 


3Zarnes, article cited at footnote 3, for com not 
parison of Secs. 3614 and 3615 


Only one income tax case has been found 


lesser showing is required 
records are held by a third party 
(CCA-9 1925) cert den Search warrants t S. v. Peoples Deposit Bank and Trust Com 
are presently being used in connection with pany, 53-2 uste © 9471, 112 F. Supp. 720 (DC 
enforcement of the wagering occupational tax Ky.) 

See, for example, McDonough v. Lambert * Treasury Department 
38-1 ustrc § 9121, 914 F. (2d) 838 (CCA-1), and revenue agents 
the references cited in footnote 3 rhe power denced by 
under #3614 was granted for one purpose, and ordinarily 
is now sought to be used in a direction entirely their 
uncontemplated by the lawgivers rhe limita In 


Form 860-A rhe 
investigative authority is evi 

pocket commissions Which are 
effective to obtain compliance w 
requests 


ith 
re Wolrich, 49-2 ustc © 9339, 84 F. Supp 
tions implicit in every grant of power are that 81 (DC N,. Y.) rhe summons 


is not a sub 
it will be used not colorably. but conscientiously poena but 


States on its face Failure to 
for the realization of those specific ends con comply with 


templated by the donors of the power.’ Juds | 
W yvzanski in fl sS ’ O’Connor 1953-2 1 t 
* 9591 (DC Mass.), on appeal CA-1 

'See Pacific Vills Corporation 1 Kenetfir 


this summons will render you 
able to proceedings in the district court 

o compel your attendance, testimony ind 
production = of books etc Jurisdiction to 
compel attendance, etc is vested in the district 
iR-2 ost © 9510 99 ~«OC&F (2d) 188 (CCA-1) courts by Code Sec. 3633(a) Issuance of sub 
Martin 1 Chandis Securities Company, 42-2 poenas is authorized under Sec. 3615 (a). In the 
verc © 9521 128 Ff (2d) 731 (CCA-9) Notifica event of noncompliance the government may 
tion by the Commissioner precludes the objec apply directly to the district court, under Sec 
tion that only one inspection is permitted, but %15(e), for a contempt citation 

it does not, in itself, establish that the re 1 Code Sec. 145(a) makes wilful 
examination is not “unnecessary Pacific Mills supply information required by law 
Corporation v, Kenefick 


* Farmers’ 4 Vechanics’ National Bank 1 


failure to 
punishable 
is a misdemeanor In l S. 1 Murdock, 2 
ustc © 828, 284 U. S. 141 (1931), the Supreme 
v. & li F&F (2d) 348 (CCA-3, 1926) In re Court held that it is not essential that 
Andrews, 37-1 uste § 9199, 18 F. Supp. 804 (DC to answer 
Md.): Examination of Shapiro, 41-2 uste © 9518 tested 


a refusal 
on constitutional grounds be first 
in proceedings to compel an answer 
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© discuss the government's authority to com 


pel testimony and the production of records 


Compulsory Testimony 


| a court ordet directs a taXpavel undet 


investigation to before the agents 


appeal 
I 


lor questioning, 1i@ must appear or 


Moreover, he 


grand 


Tact 


contempt proceedings may 


be summoned betore a jury evel 


igh personally under investigation 


thougl 


and 


} 


prosecution May have been 


recom 


mended If the taxpaver is questioned in 


formally or summoned as a witness, he may 


give answers which might in 


im Of a tederal offense, relving 


against selt-incrimination 
\mendment If he fails 


wnimunitv, he 


his constitutional 


deemed to have waived it Ihe 


evicde nce whicl 


support a conviction, but 


rination which “would 


hain of evidet needed 


witness, the defendant in a crim 


+ 


oceeding may retuse to be swort Ih 


S. v. Lawn, 53-1 ustc § 9288 (DC N. Y.), 


the detendants were subpoenaed to 


compelled to 


¢ partnership and corporate records 


questioned concerning incriminating 


matters indictments were dismissed Phe 


defendants were not intormed of their privi 


ainst self-incrimination and only one 


isserted 


les lh 


them privileg Inasmuch as 


UcCrone v. U. 8., 39-1 ustc { 9484, 307 U. S 
61 (1939) The court order may, of course, be 
challenged by a 


show 


motion to quash or order to 
example, Application of 
Goodman, 53-1 ustc © 9269 (DC Calif.): In re 
Wolrich, cited at footnote 1 
S. v. Manvgiaracina, 50-2 I 

120 F. (2d) 521 (CCA-2 
Vanno, No. 53 C. R. 421 
» Ill that defend 
while under subpoena by the grand jury 
were interviewed by an assistant United States 
attorney and asked to explain certain deduc 
tions Defendants relied on their privilege and 
told him they would refuse to testify before the 
grand jury were required 
Defendants contend that compelling 
them to assert their privilege before the grand 
jury was prejudicial and rights 
under the Fifth Amendment 

‘ No person 
criminal 


iuse See, for 


* 9467 (DC 
S. v. Benjamin, 
In U. 8. 1 

motions to dismiss allege 
ants 


Nevertheless, they 


to appear 


violated their 


shall be compelled in any 
himself 
Amendment 
the relationship of the 
Murph) 
Self-Incrimination 


case to be a witness against 
United States Constitution 
\ For a discussion of 
privilege to tax iny 
The Privilege Against 
Proceedings Of New York University Eleventh 
Annual Institute of Federal Taxation, p. 737 
Had he ioned to appear in 


voluntarily he would have no 


Stigations see 


been 


nevertheless 


Tax Fraud Investigations 


criminal informations were pending at thie 
time of the grand jury 
held that the 
witnesses. <As 


inquiry, the court 
taxpavers were not 
“only if they 


were warned of and understood their rights, 


micr¢ 
de tendants, 


consented to waive them, and were willing 
to testilyv, could thev be called 


Pursuant to compulsory 
which 
fields of 
granted 


testimony stat 
many 


witnesses are 


utes, have been enacted in 


federal regulation, 
lmimunity rom 
respect to 
quired to 
pelled to 


asserted.’ 


prosecution with 


which they are re 


they 


matters to 
may be 
even though privilege is 
Though not appli 
cable to tax investigations, compulsory test! 


testifv, and com 


answet 


specifically 


mony statute mav be relevant where, 


following testimony or production of re 


investigation to 


ords in an which 


such a 


statute indicted 


pertains, the witness 1s 


tor tax evasion f the defendant asserts 
immunity, he must establish the relationship 
to the previous investiga 
Himmelfarb v. U. S., 49-1 ust 
9313, 175 F. (2d) 924 (CA-9), den 
338 U. S. 860, one of the defendants had 


grand 


of the tax charg: 


‘4 18 I 
| 


Jon 


cert 


been required to testify before a 
alleged violations of the 
Control Act. He 
subsequently indicted on charges of attempt 


ins to defeat and 


jury wvestigatineg 
kmergency Price was 
evade his income tax 
that he 
prosecution, the court 


OPA in 


relation to 


Rejecting defendant's contention 
Was Immune 


held hat his 


vestigation had “no 


trom 
testimony in the 


income 
tax matters.” 


right to complain 
did not claim any 


here for the reason that he 
privilege of immunity. He 
therefore waived it Benetti v. U. 8., 38-2 
97 F. (2d) 263 (CCA-9) o, &, @ 
Mangiaracina, cited at footnote 13; Rogers 1 
U. 8., 249 U. S. 367 (1951) See, also, Shushan 
v. U. S., 117 F. (2d) 110 (CCA-5, 1941); Stillman 
v. U. S8., 177 F. (2d) 607 (CA-9, 1949); Annota 
tion, 5 A. L. R. (2d) 1404. Waiver of privilege 
however, is not to be inferred lightly 
v. Zerbst, 304 U. S. 458 (1938) 
Blau v. U. S., 340 U. 5S. 159 (1950): Hoffman 
v. U. 8., 341 U. S. 479 (1950) See Matter of 
Friedman, 5 Supp. 419 


Johnson 


52-1 ws © 9305 104 F 
(DC N. Y.) . 
zrown Vv 5 J. S. 591 (1896): See 
Smith v. s.. & U. S. 137 (1949) 
Shapiro vy, [ S., 335 U. S. 1 (1948) U. 8. 1 
Monia, 317 1 S. 324 (1943) The Monia case 
held that it was unnecessary for the witness 
to claim his privilege Statutes now require 
assertion of the privilege as a prerequisite to 
immunity 

s 8. 1 Volaskey, 41-1 wus7 
(2d) 128 (CCA-7), held that 
an Anti-Trust Grand Jury, 
Which immunity was granted 
connected with and formed an 
if not the entire chain of 
upon 


also 


" 9273, 118 F 
testimony before 
with respect to 
was ‘‘directly 
essential link 
circumstances relied 
in the prosecution on tax evasion charges 
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ymith, 53+2 £9538, 206 Production of Books and Records 
WH) (CA-3), th ‘ndant con 
his testimony at an OPA heat Compulsory production of an ind 
been used by the revenue agents rivate books and 
’ nal or penal pre 
ompelling the owner to 
imself and, accordingly, a viola 
he Fourth and Fifth Amendments 
116 I 616 (1886) Atl 
an individual’s 
a cl? proceed 


Fourth Amend 


committe 


~ hooks and rect 
Hy sion 
criminal case 


Most of tl 


assume tl 


, 
11SO 
and recor 


vhhen v. l cited at 


] 
overnment was able 


evidence t relied 


‘ 


1934) (implying that taxpayer could have sue 
Cohen 1 ‘ 5 re { 9165, 201 F. (2d) cessfully claimed privilege when books were 
iG (CA-9). cert S. 951: May v first demanded) Hanson 1 l S., 51-1 ust 
‘ 175 F (2d) 994 (CA of D. C 1949) © 9118, 186 F 2d) 61 (CA-8) (canceled checks 
C‘ounselman 1 Hitchcock, 142 | S. 547 (1892) and I 
18 USCA, Sec. 3486 defendant might have stood on his constit 
17 American Jurisprudence, ‘‘Searches and tional right to decline to produce them’’) 
Seizures,’’ Sec. 58 v. Lawn, cited in text at p. 265 (‘the pr 
Work cited at footnote 22. Secs. 58 and 6 against self-incrimination is available 
This aspect of the Fourth Amendment applies partnership _ records for they 
to both administrative and judicial proceedings records’); U. S. v, Vadner, 54-1 ust 
ind protects corporations as well as individuals Pa.) (‘it is obvious that he is protected by 
See Oklahoma Press Publishing Company 1 Amendment as to almost every fact nclud 
Walling, 327 U.S. 186. 208 (1946) S wv. Third ing the inspection of his books and papers’’) 
Vorthwestern National Bank, 52-1 ust © 9302 Falsone v. U. 8 53-2 ustc 7 9467. 205 F 2d) 
102 F Supp. 879 (DC Minn.) In [ S t 734 (CA-5), cert. den. 346 U. S. 864, which hold 
Vorton Salt Company 338 CT S. 632 (1950) that production of individual income tax books 
however, the court said that ‘‘corporations can and records may be compelled, is discussed at 


laim no equality with individuals in the en length in the text of this article 


oyment of a right to privacy 
U. S8., 221 U. S. 361 (1911). Only production of those records, because if we did 


bank statements are private papers 


I told him that we would not compel the 
* Wilson 1 f 


natural persons can resist the production of it would destroy all chances of prosecution 
private papers on the grounds of self-incrimina We regard the issuance of a summons or sub 
tion Hale v. Henkel, 201 U. S. 43 (1906) But poena on an individual as a bar to prosecution 


in individual cannot refuse to produce corporate Testimony of David A. Kelleher, head, Intelli 
evords even though they might incriminate gence Division, Massachusetts, U. S. wv. Cen 


tracchio, Crim No. 52-47, DC Mass. (Trial 
Internal Revenue Agent in Charge v. Sulli- transcript, pp. 152, 181) 

van, 1 ustc { 75, 287 F. 138 (DC N. Y 1923) 7 In Bowles v. Beatrice Creamery Company 

(taxpayer was under indictment on a nontax 146 F. (2d) 774 (CCA-10, 1944), the 


offense): Lisansky v. I S., 1929 CCH D-9277 


him. * Wilson v. U.S 


court found 
there was consent to the examination since the 
31 F. (2d) 846 (CCAA) (secondary evidence held records were requested not demanded 

admissible the court was without power to Even though a revenue agent's summons is not 
require their production at the trial’’) Nicola legal process, it is obviously a demand for 
v U.S 4 wste € 1331, 72 F. (2d) 780 (CCA-3 the books Note well that where a summons 
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ing in Shapiro v. U. S 


t t 


a 


footnote 17, 
kept by OPA 
regulations were not privileged under the 
Fifth Amendment, has raised doubts 
cerning the validity of the view that 


cited at 
records required to be 


con 


income 


tax records are privileged 


Shapiro produced records in compliance 


ith an claimed 


self-incrimination as 


administrative order, but 


his privilege against 


vell as 


immunity under the 


compulsory 
testimony 
Price 


later 


provisions of the 
Control Act 
indicted 


violation Phe 


Emergency 
Nevertheless, he 
convicted of an 


compulsory 


was 
OPA 


Stal 


and 
testimony 
Supreme Court 


only 


interpreted by the 
ring immunity 
required to 


when a wit 


present evidence covered 
privilege against self-incrimination 


rds involved, it was 


held, Were 
because were “re 
law to be that there 


suitable information of t1 


ke pt in ore 
ansactions 


are appropriate subjects of govern 


mental regulation.” 


An able law 


is no 


protessor 
basis, in lig purposes 
g the “required records” doctrine 
uishing between regulatory rec 


records.” Alth 


is consideration to 


venue 
doctrine to income tax records, 
reasury Department has not sought to 
courts 


It is likely, howeve1 


‘ 


ill 
Ati 


a certified public accountant, was 


court to produce 


(Footnote 27 continued) 


served on a person 
not be 
voluntary 


evidence received 
party since it 1s 
Foley Special 
Offices Proceedings of New York 

versity Seventh Annual Institute on Federal 
Taration, p. 205, at p. 208 In contrast 
Balter states that if the ‘demand’ 
books and records and the taxpayer complies 
he has waived his rights. If a taxpayer ‘‘seeks 
immunity must refuse to 
surrender his books and records in response to 
Work 


thus 


used against such 


response 


how 


eve! agents 


Balter states he 


process.’ cited at footnote 2 


See Meltzer The Privilege Against 
ition and Required Income Tax 
rAxXeEsS—The Tax Magazine, 


Self- 
Rec 


January 


ng from Wilson 


cited at footnote 
Meltzer, article cited at 


19 On the other hand, the 


footnote 28, at p 
applicability of the 
ome tax records has been char- 
cterized far-fetched Arent Mr. Border- 


Relies Upon His Constitutional Rights,’ 


doctrine to ine 


sium on Procedure in Taz 
p. 117, at 128 


Fraud Cases 


Tax Fraud Investigations 


to clients under investi 
a special agent, and the order 
compelling production was affirmed on ap 
peal The court of appeals held that the 
taxpayer could have been compelled to pro 
duce the therefore, that his 
accountant could not production. It 
noted that taxpayers are required to 
and that mspection thereot 
is authorized by the Internal Revenue Code.” 
Citing the Shapiro case and some secondary 
authorities, the court 
that income tax 
by the Fifth 

A. third though an 
the owner, cannot refuse to produce records 
on the grounds that they would incriminate 
the person to whom they belong 
sion by the 


records belonging 


gation by 


records, and, 
resist 
was 
recol ds 


keep 


apparently concluded 
records art 


Amendment 


not protect d 


party, even 


agent ol! 


Posses 
lawyer, however, 
will not preclude assertion of the privileg« 
For the purpose of its 
Falsone case, the court 


taxpayer's 


decision in. the 
assumed that an 
accountant could assert privilege in behalt 
of the taxpaye! This 
sumption that the 
and his 
that 


necessitated the as 


relationship between a 


taxpayel accountant 1s “as conh 


dential as attor 


nev.” On the basis of precedent, however, 


it 


it is reasonably 


between chent and 
certain that it does not carry 
the protections accorded the attorney-client 


relationship 


EVIDENCE OBTAINED UNLAWFULLY 
The Fourth 


right of the 


Amendment guarantees “the 


the i! 


] ‘ 
peop to be secure in 


persons, houses, 


and 
searches and seizures 


papers, elfects against 


” 96 


unreasonable 


‘Code Secs 
court, 


54(a) and 3614 were cited by the 


2 Several tax cases were also cited, but 
of them holds or even suggests that 
of books and records may 
privilege is asserted 

Hale 1 Henkel, cited at 


son 1 l S., 228 I S. 457 


none 
production 
be compelled where 


footnote 24: Jokn 
(1913); JU. 8. % 
Kelley, 36-2 ustc § 9496 (DCN, Y.) 

4*See 8 Wigmore on 
pp. 592-59°:; People v 
115 N. E. 987 (1917) 

‘In re Fisher, 51 F. (2d) 424 (DC N. Y 
1931); Petition of Borden Company, 75 F. Supp 
857 «DC Ill 1948); immelfarb vw, U. S., cited 
in text at p. 265; Gariepy v. U. S., 51-1 usr 
7 9318, 189 F (2d) 459 (CA-6); Donnelly v 
U. 8., 53-1 uste § 9205, 201 F 


(2d) 826 (CA-9); 
Falsone 1 U. 8S., cited at footnote 25; I S. 1 
cited at 


Olender wv, 1 

4-1 ustc € 9254 
The Fourth Amendment further provides 
that no warrants shall Issue but upon oath 
or affirmation, and particularly describing the 
place to be searched and the person or things 
to be seized American 


House 


Evidence (3d ed 
VMinkowitz, 


1940) 
220 N. Y. 399 


O'Connor footnote 6 


(CA-9) 


Generalls see 47 
Jurisprudence, ‘‘Searches and Seizures 
ind Walser, Prosecuting Federal Criminal Cases 
(2d ed., 1946), Ch. XI 


267 





il prosecu 


Crouled 1 i - S. 298 (1921) 
Books and pupers not in the 
possession are not 
Amendment { S. 1 
15 F 
taxpayer's 


taxpayer's 
protected by the Fourth 
Kelley, 39-2 uste © 9621 
(2d) 912 (CCA-2) (box marked with 
name and left with third party) 
Remmer wv. I S 3-1 uste © 9421, 205 F. (2d) 
November 16 1953 

defendant's business 
a discussion of the 
ments authority to gain eccess to a 


safety Mickey 


277 (CA-9), cert. granted 
(records obtained 
associates) For 


from 
govern 
taxpayer's 
deposit box, see article cited at 


footnote 3 at p. 694 


“Zimmerman v. Wilson, 39-2 uste © 9540. 105 
F. (2d) 583 (CCA-3) (taxpayer 
his broker from permitting 
examine his account) 


may not enjoin 
revenue agents to 

“ Weeks wv, I S., 232 | S. 383 (1914) rhe 
fact that the evidence could have been obtained 
na legal manner (for example, by subpoena) 
is Immaterial. In Silverthorne Lumber Company 
v. U. 8., 251 U. S. 385 (1920). the 
to permit § th use of 
records, knowledge of which was obtained by 
an unlawful search. Cf. Benetti v. U. S.. cited 
it footnote 15 See | S. 1 Kraus, 270 F. 578 
(DCN, Y¥ 192i), for a discussion of limitations 
on the use of evidence obtained unlawfully 

In Nueslein 1 District of Columbia, 115 k 
(2d) 690 (CA o = << 1940) the court held 
that admissions made to officers who gained en 
france to defendant's home without 
should have been excluded 


"“ Wolf v 338 U. S. 25 (1949) 


court refused 
subpoenaed corporate 


permission 


(colorado 


Johnson v. f S., cited at footnote 33 Nore 
1 s 15-1 wus " 9272 148 F (2d) 696 
(CCA-5) (seizure of books of Japanese 
by customs officers held lawful: use in 
tax prosecution did not violate Fifth 
ment) 

" Burdeau 1 UcDowell, 256 | S. 465 (1921) 
Byars v. U. 8., 273 U. S. 28 (1927) 
U. S., 322 U. S. 487 (1944). For the test regard 
ing federal participation, see Lustig v. I S 
338 U.S. 74, 78 (1949) 

“ Go-Bart Importing Company 1 S 282 
U. S. 344 (1931); Ray v. U. 8., 84 F. (2d) 654 
(CCA-5, 1956); Nelson v. U. S., 208 F. (2d) 50° 
(CA of D. C., 1953) 


Schutte v. U. 8., 21 F. (2d) 
268 


aliens 
income 
Amend 


Feldman 1 


April, 


1954 e 


ion unless federal agents parti ipated 


inlawtul acquisition 


Consent to a search Valves 


tional immunity, but such cor 


ntirely vo 
representa 


threats.” 


should be 


1 


interres 


Vy an intellige: 


ACQCUIESCEeNCE 1! 


tributable te ( il 


Althon 


been clearly 


1¢ law” ( é Ve : 


principles seldom 


articu 


lated in “ there is no reason to 


ASSUME tl 1 < He < rite | 1 Wn 


come tax 


Statutes authorizin stigations in aid 


or revulatory r revenue legislation 
stitutional; how 


thority to 


cver, evel where 
subpoena records is 1 
Inspection or examination without the <¢ 
830 (CCA-6. 1927): I Ss. v. Abrams, 230 F. 31 
(DC Vt 19 Housel and Walser, work cited 
at footnote 36. Sec 120: 47 American Juri 
prudence Searches and Seizures Sec. 71 
See cases discussed at footnote 73 


Zerbst cited at footnote 15 


" Johnson 1 


Johnson v, I 


| 
U. S. 10 (1948) 
S 


Amos v. U. 8S., 255 U 
v. U. S.. cited at footnote 45 
67 F. (2d) 844 (CCA-6 
10 F. (2d) 271 (DC N. ¥ 


we] N 1 


313 (1921) Johnson 
Wakkuri v. U. 8 
1923); U. 8. 1 
1930) 
A Guerrina, 53-1 uste © 9369. 112 F 
Supp. 126 (DC Pa.), is one of the few tax cases 
which specifically applies these pring iples. See 
also, [ S. 1 Cooper, 288 F. 604 (DC Iowa 
1923), rev'd 1 ustc § 149. 9 F. (2d) 216 (CCA-8 
1925) 
rhe protection of the 
would be 


Warra, 


Fourth Amendment 
applicable even if income tax records 
are not privileged under the Fifth Amendment 
Silverthorne Lumber Company v. U. 8.. cited 
at footnote 40 (corporate records) On occa 
sion, the district courts have held that the pro 
tection of the Fourth Amendment does not 
apply to income tax records. Levin v. 1 
cited at footnote 5. In Wiggins v. U S., 
CCH ‘ 9299, 64 F. (2d) 950 (CCA-9), cert 
den, 290 | S. 657, the trial court apparently 
held that the government has a right of dis 
covery which authorizes inspection of income 
tax records without the consent of the taxpayer 
(Brief for Appellee pp 10 and following 
Record on Appeal, pp. 252-257.) It should also 
be noted that the guarantee against unreason 
able searches and seizures is intended only for 
the protection of private rights. Investigations 
of matters of a public or quasi-public nature 
or in which the public has an interest. are not 
restricted by the Fourth Amendment See 47 
American Jurisprudence Searches and Seiz 
ures Secs. 12 and 62 No cases been 
found applying this doctrine to income tax 
Investigations 

“Federal Trade Commission 1 


Tobacco Company, 264 | S. 298 (1924) 
! 


have 


American 

McMann 
Securities and Exchange Commission, 87 F 
(2d) 377 (CCA-2, 1937): First National Bank of 
Mobile v. U. 8., 267 U. S. 576 (1925). aff Zz 
F. 142 (DC Ala 1924): Brownson v I S 
1 ustc € 394, 32 F. (2d) 844 (CCA-8 1929) 
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the individual concerned is unlawtul 


in absence of legal process.” Hence, not 
g the authority conterred by Sec 
on 3614(a) of the | 


withstandin 
Code, a sei 


taxpayer's records without a 


other process, and without his consent, 


lates the Fourth Amendment 


In a recent tax Cc: , a search was held 


¢ 


© be unlawtul where, 


during the taxpayer's 
absence from his office, 
moved and 
; 
i 


revenue agents re 


examined from a filing 
previously 


tl i The court found that th 


papers 


ic] had not been 


\V 
open dt 
t 


taxpaver hi consented to the inspec 


tion of the S¢ records and suppressed the 


evidence The court's 


holding is in accord 


with the Supreme Court’s decision in Gouled 


cited at footnote 37 In the cited 


an army intelligence paid a 


othicet 


lly visit to the defendant's office and, 


latter's and carried 


documents he 


absence, seized 


away incriminating 


held that the 


court 


scart h, because conducted by 


stealth, was 


as objectionable as one involy 


nw rorce or ¢ 


eercon 


In Wiggms v. | 
revenue 


detendant had under 


footnote 48, 
informed that 


cited at 


avents, having been 


stated income, exam 


ined his during his ab 


and re 


SCTIC( Phe trial cor a motion tort 


SUT 1 SS1¢ 
ppre 1 


and return of the evidence s¢ 


obtained The court 


appeals found it 


necessary, 


however, to determine whether 


he trial court 


erred in admitting the evi 


lence, holding that defendant’s subsequent 


idmussions to 


the revenue agents amounted 


Oo a CONTESSION vl ic] Vas corroborated by 


1K halle nye¢ d evice nee 


\ recent nontax case, Nelson v. ( ‘ 
cited at footnote 44, is 
Nave 
W hile 


Crime 


and 
importance in the tax 


Significant may 
field 


Senate 


practi al 


being interrogated by the 


Investigating Committee, the defend 
ant became evasive and was warned by the 


hairman Phe 


rklet 


committee requested a cet 


tain bor and its 


representative accom 


Without the subpoena,”’ the authority to 
gather data and mz«ke investigations is in 
effect a power of inspection at the employer's 
place of business to be exercised only on his 
consent Cudahy Packing Company v. Holland, 
315 U. S. 357, 364 (1942) See, also, Bowles 1 
Beatrice Creamery Company, cited at footnote 
27, in which the court specifies “cogent reasons 
why production and inspection should only be 
compelled by lawful process.’ In this OPA 
case, the court observed that applicability of 
the doctrine of the licensee cases,’’ which 
permits inspection without consent of the owner, 
was doubtful 

I S. 2 

I S. 2 


Guerria, cited at 
(ruerrina, cited at 


footnote 47 
footnote 47 


Tax Fraud Investigations 


panied detendant to lis home, where defendant 


permitted him to take 70 other papers and 


documents. These were subsequently util 


ized in a prosecution on gambling charges 
Holding that the 
by an 


stated 


documents obtained 


were 
illegal search and seizure, the court 


“The Committee threatened 


prosecution 
for contempt if he 
perjury if he lied, and tor gambling 


told the trutl We 


conclusion 


retused to answer, tot 


activi 


ties i he cannot 


escape the that his acquiescence 
in the search and 


seizure is ‘explainable 


basis of 


miy on. the 


“physical or moral 


compulsion” 

In Hlimmelfarb v. l S 
special 
sical 


cited above, the 
agent and the defendant had a phy 
tussle during the investigation when 
the latter attempted to regain possession ol 
an affidavit. The 
“think carefully 


special agent told him to 
as he was trying to destroy 
government property, and such a thing was 
serious.” Detendant contended that he acted 
under fear of prosecution in subsequently 
supplying incriminating 
cial agent, but the 


cident 


evidence to the sp 
court held that 
msullicient to 


this im 
alone Was 
ot the 


require 


exclusion evidence 


EVIDENCE SUBMITTED 


Duc to the 
tended by 


fraud 


“VOLUNTARILY” 


“cooperation” usually ex 
because 
through 
much of the 

relied upon in prosecutions for tax evasion 
is furnished by the 
obtained 
records 
of the 
worth 


and 
uncovered 
tax examinations, 


taxpayers, many 


cases are routine 
evidence 
defendant Evidence 


from. the books and 


portion 


taxpayer's 


usually comprises a major 


prosecution’s case, and 
and other 


furnished by the 
Sue h 


olten net 
statements 
documents 
introduced 


mcrimmating 
taxpayer are 
evidence has generally 


been admitte d 


objections on constitu 
obtained 


ove! 


during a 
fraud 


whether 
audit or in the 
investigation. 


tional grounds, 


routine course ola 


‘Accord: Fraternal Order of Eagles v. U. 8., 
57 F. (2d) 93 (CCA-3, 1932): U. S. 1 Vitch 
neck, 2 F. Supp. 225 (DC Pa., 1933) 

‘208 F. (2d), at pp. 512-513 
Because of the lack of personnel to work 
investigating agents must request and 
seek the co-operation of taxpayers in the early 
stages of the investigation and the 
cooperates and furnishes evidence. Often the 
recommended prosecution against a particular 
taxpayer is based solely upon the evidence so 
furnished If this matter became generally 
known, this co-operation would not and should 
not be forthcoming.’ Affidavit of Joseph A 
Struett, formerly regional counsel, Penal Divi 
sion 3ureau of Internal Revenue, in UV. 8S. 1 
Achilli, No. 53 C. R. 154, N. D. Ill 


eases 


taxpayel 





Routine Examinations 


cases, detendants con 


not waive constitutional 
le agents 
their 
12 | 
court rejected 

j 


dcetendant ] ntio Ne al 


Trine 


examinatio! 


lout as lawful only 
held that 


examination 


evidence 
was 
prosecution. In 
where 

to the 

“We 

istitution or els¢ 
nt the agents 

e acquired while 
Nicola 7 
that it is 
reluse to 
first re 


obtains 


pinion mn 
25, states 
taxpayer to 
| n they are 
ment pos 
consent, it 18 too 


le taxpayer to 


self-incrimina 


} 


For an 
Procedure 


sjureau of 


iuthoritative discussion, see Eaton 
Before the Special Agent of the 
Internal Revenue Sumposium on 
Procedure n Tax Fraud Cases (1951), p. 13 


racket have been 
Audit Division and all cases 
these squads are 


In recent years squads” 
created nm the 
investigated by 
by the 


squads or 


then reviewed 
Division. Many 
particular 


fraud cases In 


Intelligence offices have 


agents who investigate 
Intelligence 
certain re 


which are then 


certain areas, an 
Group Supervisor 


Audit 


Division reviews 


turns In the 


270 


Division 


April, 


1954 ®@ 


refusal 
would have 
risk of prosecution 


In the 


{ S 


ticularly where a 


to permit the ex 


amimation subjected him to the 


relatively 
cited at 
that 


him of 


recent case ot 


footnote 25, the 


failure of the 


Hanson 7 
defendant 
contended agents to 
inform his constitutional rights rer 
dered evidence obtained from him inadmis 
Hanson’s 


checked by a 


Kiven 


11 
SIDi¢ 


income tax 
deputy 


returns were 


collector, who 
and 


mcome 


was 
bank 


Was 


access to checks 
His finding that 
understated 
and prosecution 
instituted. The trial judge 
detendant’s objections and 


canceled 
Statements 


substantially 


was verified by a 


special agent, was subse 
que ntly 
rule d 


the yury 


over 
instructed 


identify 
and the 


voluntarily and willingly gives 


lif the revenue 


themselves as to their 


are nts} 
business 
taxpayer then 


information or records to such investis ators, 


the obtaining of such information in such a 


manner is not a violation of the Constitu 


tional rights of the taxpayer! 


Approving this instruction, 


appeals explicitly stated that there was 


neither occasion nor necessity for warning 


Hanson that any 
produced might be 
him in a criminal prosecution. At the 


Hanson 


statement he made or do- 


cuments he used against 
time 
surrendered his checks and bank 


observed, he 
and h: 


statemel hie 


been ‘ with no otfense 


court 


r otherwise 
col templated and there was 


suspicion that 


he was guilty 


(sen rally, 
by spec 
Divisi 


utine examin; whicl 


itiated may cé with bel 


mnitinus 


assigned to revenue agents for 


criminal prosecution.”’ 

Fraud 

Francisco collector's office 
Internal Revenue 


investigations 


investigation 
and possible 
A witness 
of the San 
during the 
that joint 
King Subcommittee 


formerly in the Section 

testified 
Investigation 

discouraged.’ 
2115 
Fraud 
(Hearings 
described himself 
Agent,’’ responsible for 


were 
Hearings, Pt. 3, pp 
There are ilso references to a 

Squad’’ in the revenue agent's office 
pp. 2295-2297.) One witness 
Fraud Contact 
fraud cases assigned to 
le regular (Hearings 
* See cases cited at footnote 76 


is the 


having 


+} 


agents 


groups I 
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guidance.” Lhe chief function of the special 


agent is to determine whether criminal 


I procure 


prosecution 1S warranted and to 


evidence upon which a 


successtul prosecu 


on Can be bast d 


tion ts solicited in all fraud cases. 


+} 
Ose ot t 
} i¢ 


Investigation 
discovery vidence 


prosecution—1 1 
taxpayel! contrary, 


special agent 


is usually 


arming, uestioned 


istoric. 
t t} 
beat ‘ 


agent 


m and tl yf determining 

’ Whenever a revenue agent discovers indica- 
tions of fraud, he should 
procedures, immediately 
gation and report his findings in writing to 
the district director. Such reports are referred 
to the Intelligence Division for appropriate ac 
tion i joint investigation may be undertaken 
Eaton, article cited at footnote 57, at p. 14 

The taxpayer is not always informed when a 
joint investigation is undertaken there 
were many times when the special agent would 
tell me, ‘Try to get a net worth statement 
3ecause examinations the 
informed of a special agent 
And we would make a request 
representative cited at 
footnote 57 Pt 1 p 661 testimony of a 
revenue agent.) 


In a 


according to prevailing 
suspend his investi 


sometimes in our 
taxpayer is not 
working jointly 


from his (Hearings 


joint investigation the special agent 
is responsible for the criminal features of the 
‘ase and for the procurement of proper proof 
to establish the criminal charge should prosecu 
tion be authorized The revenue agent is re 
sponsible for the audit features of the case 
Eaton, article cited at footnote 57, at pp. 14-15 
Initially each case is 


assigned for pre 
liminary investigation 


If the preliminary in 
vestigation discloses evidence of fraud, and the 
possibility of criminal prosecution exists, the 
Intelligence Division forwards a request to 
national headquarters for a ‘‘case jacket 
(Testimony of former Commissioner Dunlap 
hearings cited at footnote 57, Pt. 1, pp. 789-790.) 

See footnote 55 

In Montgomery 1 U. 8., 53-1 vst © 9336 
203 F. (2d) 887 (CA-5), the special agent testi 
fled we don't like to alarm the taxpayer 
unnecessarily when we don't whether 
there is going to be a criminal case or not 
(Record on Appeal, p. 595.) 

Even when a 


know 


large understatement 
to exist, the special agents may 
true purpose In 
footnote 25, the special agent 
told the taxpayer that he ‘‘was there to cor- 
roborate the deputy collector's ‘‘results and 
to attempt td reconcile figures that he arrived 
at with those shown on the original 
(Record on Appeal, p. 25.) 

* The agent's questions are 
in the sense that they are customarily asked 
and follow a standard form of interrogation 
In net worth cases, the taxpayer's answers 
concerning cash on hand, receipt of gifts or 
inheritances, etc., may provide evidence essen 
tial to meeting the government's difficult burden 
of proving that accumulations reflect 


is known 
conceal their 
Hanson wv. U. 8., cited at 


testified that he 


returns.’ 


routine’ only 


current 


Tax Fraud Investigations 


~ , eae 
sized despite the 
civil 


tax lability latter 


tact that settlement of the 
liability is never undertaken it 
cution is 


aspect Is emplia 


prose 
Paxpayers and 


frequently 


contemplated.’ 
| 


their representatives, iowever, 


misinterpret the tenor of the investigatior 


ind furnish incriminating records and in 


while criminal prosecution is stil 
under consideration 


rormation 


pect 
constitutional 


No untform practice prevails with res 
to advising | 


taxpayers of thet 
ily, no 
the outset of the 


records are 


rights.” Ordinar ring is given at 


investi when 


informal question 


ation, nor 
requested 1 


ing undertaken.’ When a statement is taken 


under oath, the taxpayer is usually told that 


income Moreover, the 
frequently incomplete or inaccurate, May pro 
vide evidence of fraudulent intent See Av 
ikian, ‘“‘The Net Worth Method of 
Fraud,’ Proceedings of New York University 
Eleventh Annual Institute on Federal 
1953), p. 707, at p. 732 

%In White v. l S., 52-1 ust { 9204, 194 F 
(2d) 215 (CA-5), cert. den. 343 1 S. 930, the 
taxpayer testified They stated that 
examination was to determine the 
believe that Mr. Matheny 
times that it was ‘fact 
Appeal, p. 77.) In the 
footnote 25, the special 
if you 


informal answers 


Establishing 


Taxation 


thelr 
facts I 
stated two or three 
finding’ (Record on 
Hlanson cited at 
igent testified Well 
would put it that we are 
primarily a fact-finding body and it is my job 
to go out and find the facts of the ¢ 
(Record on Appeal, p. 132.) 


case 


please I 


ise 
32 
Even when asked directly, the special agent 
may be evasive. In Remmer v. U. 8S 


S., cited at 
footnote 38, the agent testified He 


particular charges and 
we said we couldn't make any charges, we were 
only making an 
Appeal, p. 2560.) 


special 
asked if we had any 


investigation (Record on 

This policy is established by administrative 
directives Formerly the Internal Revenue 
Service refrained from any action relating to 
the civil tax liability criminal prosecu 
tion was under Recently jeop 
ardy made in many 
fraud where indictments were subse 
quently obtained. Contrary to earlier practice 
taxpayers are requested to sign consents ex 
tending the period of limitations for assessment 

A report of the American Bar Association's 
Committee on Procedure in Fraud Cases states 
It is the Bureau's that all of its 
agents are specifically instructed to advise tax 
payers initially of their constitutional rights 
(Program and Committee Reports, 1949). How 
ever, the 1950 report states rhe Bureau offi 
cials seemed to feel that a practice of 
advising taxpayers of their constitutional rights 
at the beginning of a special agent investigation 
would unduly alarm a large proportion of those 
investigated whose cases are dropped after a 
routine check."' It was recognized, however 
that “‘it is the uniform practice today for special 
agents to advise taxpayers of their 
tional rights before taking their 
under oath.’ 

No warning as to constitutional rights was 
extended in Hanson v. U. 8 


S., cHed at footnote 
25: Montgomery 1 U. 8., cited at footnote 


62: [ 8. 1 footnote 47 
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while 
consideration 
assessments 


have been 


cases 


position 


constitu 
statements 


Guerrina, cited at 





to answer questions which may 


to incriminate him and that any evidence 


furnishes may “be used against him 


Objections te hie 


admissibility of evi 


denec obtained pecial ab have 


| usu 


ally been based on failure 


agents 
orm the defendant of hi itional 


I Hl moelfar ri 


proved the tri: 


{ it l above 
court’s rulin 


Varniny been extended 
ssary, whicl 
trial : 

record on appe al 

been sustained 
preceded by a 
trial court’s ruling was based 


“there 


ati 


Vonteomer , at footnote 62, 


inclicates that 


agents needn't 


inform the constitutional 
that he 
minal mvestigation 1s 
condueted Montgomery testified 


stated 


taxpayer 


rights and that it is not 


be told that a er 


essential 
being 
that the 


iting agents that they 


were 
a routine inye involving 
lability 


intimated that 


tivation 


civil and 


that they at no 


there might be a crim 


Linnie 
ecutior lhe special agent admitted 
Montgomery had informed 
denied that 


civil 


not been 
rights. He 
told that “it 
ied “we told 


constitutional 
ygomery was Was a 


but. te him we 


and didn’t 


were 


st 
iting his tay 


hability, 


him anvthing about the criminal case 


See footnote 66 
Record on Appeal pp 


sponse to the prosecutor's 


1027-1029 In re 
protest that special 
agents have duties unrelated to criminal investi 
gations and that there was no showing that a 
criminal investigation being conducted 
Judge Hall replied: ‘‘The fact that we are here 
today shows that it was 

Cf t 8. 1 
Supp. 529 (De 


was 


Levy ‘ 1 * 9388, 99 F 
Conn.) it was no more 
fraud agent to 
them as to their rights than it is for 
any police or prosecuting officer to caution a 
suspect against whom it is sought to build a 
ting Wilson l S., 162 VU. S. 618 
Powers 1 l Ss 223 ( S. 303 (1912) 
'') S. vw. Heitner, 149 F. (2d) 105 (CCA-2, 1945) 
l Ss. 1 Block, 88 F (2d) 618 (CCA-2, 1937) 
In the Wilson case, the Supreme Court held 
that it is not essential to the admissibility of 
a confession that the defendant be warned 
that what he says may be used against him 
if the confession is voluntary, it is admissible 
even though he was not so warned 
Record on Appeal, pp. 595 and 617 
‘See, also, Sasser U. 8., 5A-1 ust 
208 F. (2d) 535 (CA-5, 1953), and 
dissenting opinion of Judge Rives in 


272 


essential for the 
caution 


cause ‘ 


(1896) 


* 9118 
compare 
Barshop 


April, 


1954 °@ 


Nevertheless, the court of appeals held that 


facts and 


sufficient to 


these circumstances were not 


exclude the evidence as “in 
voluntary,” ” but merely-went to the weight 


or credibility of the 


agents’ testimony 


Guerrina Case 


\ realistic appraisal of the investi 


Il ative 
1s evidenced by 
Judge Clary in LU’. S. 2 
at rotnote ‘7. in 


court suppressed evidence on « 


process in tax fraud cases 


the opinion of Gue? 
which the 


mstitutional 


rina, cited 


Defendant 


grounds 


Was Col i d by 


revenue agent, who, witl (;uerrina’s co! 


sent, 


commenced an 


books and records H« Was 


examination = of nis 
joined shortly 


by a special agent of the Intelligence Divi 


sion, who introduced merely by name 


Was 


informed ot his constiti 


that 
said or might be 
} 


him in a criminal proceeding 


(;uerrina was not 


tional rights nor 


warned anything he 


furnished used against 
In a motion to suppress filed after indict 


contended that his rights 
Fourth and Fiitl 
had been violated. The district court found 
that Guerrina had been “deluded” 


senting to the 


ment, Crsuerrina 


under the Amendments 


Into col 
examination, 


Was a 


“search for criminal purposes conducted 


under the guise of an examination for purely 
purposes.” Holding that the 
obtained could not be 


used against the cle 1¢ ndant, the court stated 


civil evidenc: 


and information so 


“The dividing line between proper investi 
pative procedure Ss and those whic h encroac! 
improperly upon constitutionally guaranteed 


rights is shadowy and ill-defined, but the 


U. S., 51-2 uste § 9504, 192 F 
In this case the evidence does not 
any such waiver of the defendant's 
tional privilege was intentionally 
that either the express 
{the internal revenue 
from the defendant's 

voluntary 
Montgomery 


(2d) 699 (CA-5) 
show that 
constitu 
made, nor 
admissions to 

agent] or those arising 
silence were in _ fact 


was acquitted on a_ second 
trial, the case having been remanded on other 
“grounds The court instructed the jury that 
evidence submitted ‘‘voluntarily’’ and ‘‘without 
the use of any deception, fraud, or coercion 
could be considered, but if the defendant was 
led to believe that the agents were only ascer- 
taining his civil liability and that there would 
be no prosecution, that evidence submitted in 
rellance on such representations could not be 
considered against the defendant l S. 1 
Vontgomery, 54-1 ustc © 9247 (DC Tex 1954) 

In Smith v. U. 8., 5A-1 ustce © 9259 (CA-1), the 
jury was instructed to disregard a net worth 
statement if it was obtained by trickery, fraud 
or deceit In absence of evidence that the tax 
payer was coerced or compelled to submit the 
statement, the appellate court held that it was 
properly admitted 

“112 F. Supp 


at pp. 130-131 


TAXES —The Tax Magazine 





levice here used places itself clearly on the 


wrong side of that line. I find that the de- 
fendant’s constitutional rights were violated 
in that he was induced under a misapprehen 
sion of the true facts and circumstances to 


give his consent to an 


examination undet 


circumstances which rendered that consent 
and the 
therefore unlawtul 
that he induced by 


misunderstanding of the 


neffective search unreasonable and 


His rights were furthe 
violated in was 


~f the 


reason 


Sani true 


facts and circumstances to give testimony 


igainst himself without proper warning.” 


The Guerrina case is significant because 
the court was willing to analyze the circum 
stances inducing the taxpayer's consent to 
the examination 


Liebst 


With the exception of the 
case,” which is discussed below, the 


invariably assumed that 


’ 
ourts had 


taxpayers 
vho submitted evidence during an investiga 
tion did so voluntarily, thereby waiving thei 
constitutional rights. The fact that the spe 

ial agent was not identified does not seem 
unlikely 


that Guerrina was aware of the distinction 


particularly significant, since it is 


vetween a revenue agent and a special agent 
Concealment of the of the in 
estigation was the principal factor influenc 

Judge Clary’s 


voluntary. It ts 


true purpose 


finding that (uerrina’s 


unlikely, 


would have 


onsent was not 


iowever, that the same result 


ven reached if Guerrina had been warned 


ft his constitutional rights 


Although the decision appears t he sound," 


by no means certain that other courts, 
hold that 
Fourth or Fifth 
\mendment sasici é he decision is not 
v. U 5. cited 
h the Guerrina Case 
fe OG S 


ider similar circumstances, will 


j 


ere 18 a 


ent h Montgomery 


votnote 


cited at 

of Appeals for the 
ntly stated that no viola 
vould be 


ents had 


Amendiment 
vyovernment at 


from the taxpayers by 


and 


yrresentations, said 


Gouled case ‘ “not in point.” 


In re 


Liebster, 5 s Oe : F 
314 (DC Pa.) 
*(Cf. Bowles 1 
pany, 55 F 
‘ourt denied a 
submitted to an 


Supp 


Joseph Denunzio Fruit Com 
9 (DC Ky., 1944), where the 
motion to suppress evidence 
investigator who ‘‘made no 
statement at all as to the purpose of his visit 
ind gave no answer to a question addressed 
to him by one of the officers inquiring if 
there was any complaint against the defendant 
company 

Chieftan Pontiac 
stc © 9176 (CA-1) 


Supp 


Corporation 


Julian, 54-1 


Tax Fraud Investigations 


Taxpayer's success in the Guerrina case 
vill undoubtedly challenges to 
Several 


motions to suppress 


encourage 
evidence on constitutional grounds 
pending cases involve 
evidence obtained by 
ing under the 


revenue agents work 


direction of special agents 
whose participation in the investigations had 


not been disclosed.” 


Wolrt "a 


independently 


In U.S. 


learned 


a special agent, having 
that defendant had 
cashed large checks, requested that a rey 
enue agent audit defendant’s books and de 
termine whether the proceeds of these checks 
had been recorded. Defendant’s accountant 
permitted thr 
the books and records 
called on the accountant and 
him to locate the proceeds of the 
which he was unable to do. Wolrich 
alleges that he did not authorize his account 


employee revenue agent to 
examine 
both 

aske d 


chec ks, 


Subsequently, 
agents 


ant to make his records available to agents 
He con 
tends that his rights under the Fourth and 
Fitth Amendments were violated because the 
mvestigation 


engaged in a criminal investigation 


was conducted by means of a 
ruse designed to conceal its true purpose and 
to deprive him of the opportunity to make 
a “voluntary and knowledgeable choice” be 
tween relying upon his constitutional rights 
ind waiving them 


In U. S.v 


mits that he 


Lipshitz,” the special agent ad 
had requested a revenue agent 
certain information from defend 
\ joint investigation had been 
undertaken because anonymous letters charged 
that had 

chases of bonds and that certain sales were 
not recorded on his books 
that the 
examining his 


to obtain 


ant’s books 


defendant made large 


cash pul 
Lipshitz asserts 
revenue agent spent several months 


that 
advised of the possibility of 


books and records and 


he was never 


criminal prosecution nor informed of his 


constitutional rights. These allegations are 


not controverted. Lipshitz contends that the 


examination was “as much within the pro 


hibition of the ourth Amendment ; a 


stealth or 


search by force” and that use ot 


evidence so obtained would violate his rights 


under the Fifth Amendment Phe district 


S. v. Wolrich, No. C 
U. 8S. v. Lipshitz, Crim. No 
In U. 8S. v. Manno 
fendants contend 


138-193, S. D. N. Y 
43152, E. D. N. Y 
cited at footnote 13, the de 

that books and records were 

submitted on the representation and assurance 
that the examination was to determine civil 
liability, whereas the purpose was in fact that 
of a criminal investigation The government 
contends that the defendants were advised as 
soon as facts were uncovered that indicated 
the possibility of criminal fraud 

* Cited at footnote 78 

’ Cited at footnote 78 





court retused to rule on the motion to sup- 


press upon affidavits and has ordered a hear- 
ing to permit the defendant to “inquire” into 


certain tact which the 


court considered 


relevant.” 


PROMISES OF IMMUNITY 


lo encourage cooperation and to facilitate 
the collection of deficiencies and pe nalties, 
Treasury agents sometimes informally assure 
taxpayers and their representatives that prose 
cution will not be undertaken." 


ances 


there 


‘These assur 


have been 


apparently honored, for 
has been very littl 


breach 


litigation involving 
Even though the 
enforceable 3 


of such promises . 


promise may not be 


a violation 
of constitutional rights may be involved if 


submitted in reliance thereon.” 


In White v. U.S 


court 


evidence 1s 


_ cited at footnote 64, the 
vould be en 


incriminating 


stated that a taxpaye! 
titled to relief against use of 
statements induced by an « xpress promise ol 
immunity, and indicated that a violation ot 


volved. The 


court held, however, that taxpayer’ 


constitutional rights would be in 


admis 


sions had been made “voluntarily.” In t 


| 
1 
| 


Liebster case, which will be discussed short 
the court ld that the Fifth 


prohibited the use of evidence 


Amendment 
submitted in 


reliance on an implied promise of immunity 


Other decisions. 


however, though recogniz 


ing that 


evidence obtained by 


promises of 


Memorandum 


1054 
14 


Judge ‘Rayfield dated 


January 5 
Sec for example 
footnote 30, at p. 130 
At least two 
f 


ot illeged 


Arent, article cited at 


pending cases involve breach 
immunity oo. &.% 
Biggs cited and footnote 104 
In [ S. v. Greene, No. 53 ¢ 2. 273. N. D 
Ih) wher defendant contends that he 
documents 
on a 
would 


promises of 


discussed at 


made 
reliance 
would be immune if he 
motion to dismiss and 
suppress were denied recently 

cited at footnote 57, Pt. 2 
p. 1778 testimony of E. Riley Campbell 
head, Penal Division, Bureau of Internal 
Revenue 


available to the 
that he 
cooperate 


igents in 
promise 


See hearings 
at 


then 


Question If, in fact, in the process of an 
investigation igents of the Bureau promised 
a taxpayer from criminal prosecu 
tion if he would make material available, that 
would have a bearing on the prosecution of the 
case, wouldn't it 

Mr. Campbell Undoubtedly And in my 
opinion a prosecution conducted on that sort of 
evidence would not stand up in the courts 

The decision in L S. 1 cited at 
footnote 44. may be relevant in tax cases where 
cooperation is solicited A customs officer 
told Abrams that it ‘‘would be better for him 
if he gave them what they wanted."’ Upon a 
petition for the return of certain papers, the 
court held that the officer’s language 
tantamount to a threat and 
delivery of the therefore 


274 


Immunity 


Abrams 


was 
that 
invol 


promise or 


papers was 


April, 


1954 °@ 


immunity might be inadmissible, have held 


that a constitutional issue is not presented 


“Voluntary Disclosures’’ 


Most controversies concerning reliance on 
alleged promises of immunity stemmed from 
the “‘voluntary disclosure” policy in effect 
prior to January 10, 1952.” Pursuant to its 
announced policy, the Treasury refrained 
from prosecuting tax evaders who made vol 
untary disclosures of their fraud prior to the 
initiation of an investigation. Disputes arose 
where taxpayers furnished incriminating evi 


dence, disclosure 


believing that a voluntary 
was be Ing effecte d, and subse que ntly le arned 
that an been 
initiated and that prosecution would be rec 


ommended 


investigation had previously 


Most of these controversies were 


resolved at administrative 


levels, to avoid 
what reviewing officials regarded as substan 
Although it 


stated that abandonment of the policy would 
not be 


tial constitutional issues.” was 


applied retroactively,” 
tively large number of pending 


89 
decided cases 


the compara 
and recently 
indicates that borderline claims 
are no longer being resolved in favor of the 
taxpayer 

It should be 


W il] be 


though no 
to analyze the 


noted attempt 
that 
rejected the 


voluntary disclosure 


mad question 


: 
some decisions have summarily 


contention that the poli \ 


actually conferred immunity from prosecu 


untary See 
532 (1897) 
1906) 

As in Himmelfarb v. U. 8S., cited in the text 
at p. 265. the taxpayer's chief difficulty may 
lie in meeting his burden of proof. Defendant 
contended that he had an understanding with 
the agent that he would be permitted to adjust 
any tax deficiency. The court, without passing 
on the legal issue, held that defendant had 
not proved that a promise had been made 

‘Centracchio v. Garrity, 52-2 ustc © 9413, 198 
F. (2d) 382 (CA-1), cert. den. 344 IT S. 866 
Chieftan Pontiac Corporation v. Julian, cited at 
footnote 77 See, however, the discussion of the 
Biggs case at footnote 106 

“The history of the voluntary 
policy and reasons for its 
discussed in Lipton 
at pp. 357-358 

See Hearings on ‘‘Proposals for Strengthen 
ing Tax Administration King Subcommittee 
pp. 159-160, 163, 217 

‘“ Hearings cited at footnote 87, at p. 94 

” Litigation in the Chieftan Pontiac and Ce? 
tracchio cases, discussed in the text, arose afte: 
abandonment of the voluntary disclosure policy 
The issue is also involved in Lapides v. U. 8 
No. 22866, CA-2: Shotwell Manufacturing Com 
pany v. U. 8 No CA-7: [ 8. 
Pressner, No. 5463, E. D. Va I S. vw, Koplin, 
Nos. 51 C. R. 504, 505. 506, N. D. Ill U. S. 1 
Goldberg, No. 52 ¢ R. 136, N. D. Ill Many 
more cases may be pending 


also, Bram 1 U. 8., 168 U. §S 
Sorenson v. U. 8S., 143 F. 820 (CCA-8, 


disclosure 
abandonment are 
article cited at footnote 1 
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tion;” other courts, though not specifically 
possibility of immunity had a 


disclosure 


rejecting the 


+ ] } 
imely been made, have 


refused 


eliet where an tact 
initiated 


only one 


investigation had in 


been prior to the disclosure.” In 
reported case, 


In re Liebster, cited 
75, has relief been granted, and 


Was based on 


constitutional grounds 


Liebster’s returns had assigned to 


who questi yned 


bee a 


a special agent, him and 


examined two accounts. Thereafter, on Feb 
1946, he filed 


additional income for 
having 


ruary 3, 


ame nded returns 


disclosing two prior 
vears, been 


that he 


advised by his counsel 
would thereby receive immunity from 
prosecution under the voluntary 


poli \ 


disclosure 
In January, 1947, the agents requested 


permission to 


examine books and 


certain 


rec ords, and 


were advised by Liebster’s 
attorney that they would be turned over “to 
complete the voluntary When 


advised in the presence of the agents that it 


disclosure.” 


vas necessary for the 


Same reason, Liebster 


later gave a statement under oath 


Liebster filed a petition to suppress evi 


dence when he was informed that an indict 


him would be sought Phe 
suppressed the obtained in 
1947 on the grounds that “taxpayer’s rights 
under the Fifth 
lated” if it was 


ment against 


court evidence 


Amendment would be vio 
used Although the 
referred only to the Fifth 
onclusions of law,” 


court 
\mendment in its 
the holding may have 
been influenced by essentially the 

1 


siderations 


Same con 
as those controlling the decision 
cited at footnote $7 \s 
, the court apparently found 
deluded furnishing 
evidence because of the failure 


« 


». Vv. Guerrina, 
latter cas« 


liebster was into 


minating 


he agents to inform him of the true status 


investigation 


»7 
{ ST¢ 


(pleas in 
Code Sec. 3761 
method for compromise 
of tax cases): Lustig Vv. U. 8., 47-2 uste © 9325, 
163 F. (2d) 85, cert. den, 332 U. S. 775 (formali- 
ties prescribed by statute not observed); U. 8S 
v. Shotwell Manufacturing Company, No. 52 
Cc. R. 143, N. D. Ill., Opinion of Judge Barnes 
June 23, 1952 (‘‘uncompleted negotiations for 
compromise should not be permitted to give 
rise to an estoppel’), and Order of Judge 
Nordbye, July 28, 1953, denying a special plea 
in bar on basis of ‘‘pardon and amnesty’ 
Centracchio v. Garrity, Civ. No. 52-17, DC Mass., 
Opinion of Judge Wyzanski, February 20, 1952 
(policy is merely a statement of general attitude 
or intention) 
wa] S. wv. 


8. 1 Lustig, 46-1 ust " 9202 16-2 
"9318, 67 F. Supp. 306 (DC N. Y.) 
abatement were bad 
provides an exclusive 


because 


Weisman, 49-2 ustc * 9404, 78 F 
Supp. 979 (DC Mass.); U. 8. v. Levy, cited at 
footnote 70: White v. U. 8., cited at footnote 
64 Motions to suppress were also denied in 


Tax Fraud Investigations 


Centracchio Case 


The proceedings in Centracchio z 
cited at footnote 85, 
tion to 


Garrity, 
were initiated by a mo 
filed prior to indictment, 
which alleged that evidence had been obtained 
in violation of the Fifth 


accountant 


suppre ss 
Amendment. Cen 
testihed that 
files and 
documents were turned over, and an 
oral statement given, after the special agents 
assured them that a voluntary 
would render Centracchio immune from prose 
cution. Judge Wyzanski denied the motion 
without hearing the government’s witnesses 


and his 
bank 


tracchio 
( he« ks, 


other 


statements, clients’ 


disclosure 


In absence of any proof that the agents did 
in fact contemplate criminal prosecution when 
the evidence was stated, 
a finding that a mis 
representation had been made.” 


submitted, the court 
there was no basis fot 


The court of affirmed, holding 
that the motion should have been dismissed 
as “lacking in equity 
tion of the Fourth Amendment because Cen 
tracchio “voluntarily turned over the evidence, 
ind made 


appeals 


‘I here Was ho viola 


the disclosures for the pur 
pose of determination of his income tax lia 
bilities.” Whether use of the 
taxpayer's 
Amendment was 


evidence would 
under the Fifth 
“regarded as doubtful.” The 
might 
cluding evidence 


violate rights 


federal courts 


formulate a rule ex 


disclosed in reliance 


upon 


the voluntary disclosure policy,” the court 
obset ved, but it refused to pass on “the ad 
missibility of evidence” on a preindictment 


motion 


The motion to suppress was renewed after 
indictment, and both 


agents 


Witnesses fo! parties 
were heard 
hed that there 


tary 


Two government test! 
was no discussion of a volun 
May 22, 1950, but the 


rejected their testimony in view of the 


disclosure on 


court 


if Ss. 1 Pressner, cited at footnote &9 S 
v. Tusan, Crim. No. 3093, N. D. Calif U. 8. 1 
Ditchik, No. C. 135150, S. D. N. Y I 8. 1 
Saxe, Cr. No. 18269, DC Mass.: U. 8. v 
tracchio, cited at footnote 26 
Sweeney, February 13, 1953 

"The decision consists only of 
fact’’ and ‘‘conclusions of law 

* Judge Clary did not cite the Liebster case 
und counsel in the Wolrich ang Lipshitz cases 
cited at footnote 78, do not rely on the Liebster 
case The Guerrina case is not mentioned in 
the briefs filed in the Lapides and Biggs cases 
cited at footnotes 89 and 104 The Guerrina 
case was relied upon heavily in Chieftan Pontiac 
Corporation v. Julian, cited at footnote 77, but 
the court of appeals did not 
in its opinion 

* Judge Wyzanski's opinion is set 
the Record on Appeal, pp. 7-9 

“Cf. McNabb v. U. 8., 318 U. S. 332 (1943) 
Nardone v. U. 8., 308 U. S. 338 (1939) 


Cen 
Opinion of Judge 


‘findings of 


discuss the case 


forth in 
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agent’ diary that the 


he ld 


a voluntary 


pecial entry conter 


ence taxpayer §s 


as regarding “desire 


disclosure.” 
found that the 


“Okay 1 ow 


to make 
further group chief 
m’t quibble with you 
ry disclosure, that’s what 
ve got it. How do you want to handle 
udge Sweeney ruled that the 
started April 7, 1950, 
requisitioned by the 


Holding that 


onstitutional rights, 


investiga 
when Cen 
| 


acchios 
Int 
nt 


had bee nino 


returns were 


elligence Division there 
\ olation ol « 


the court said 


Had this 


ot ive 


{concealment of in 
tigation | under 
ould amount to such 
the to be 
Centracchio is a lawyer 
well with his 

constitutional otherwise, | can 
find that he vas to 
books and records 


Wmnmnunity tre 


advantage 
been taken 
rcumstance it ¢ 


vould cause evidence 

Because 
yresumably acquainted 
and 
induced 
hee 


secution.” 


turn overt 


ause ot a pl 


promise 


mi pre 
tried before Judge Sweene 
attol onceded that the 
true in 
that the 
voluntary disclosure 


hio wa 
yur His 

! tax t 

rmed the 
ould be 


sii¢ 


entract 
ney « 
Vasion were and 
and 
limited to the 
Phe 
denial that 


sed 


I 


court defense 


jury 


government agents persisted in 


disc losure 


a voluntary 
and tl 


rie 
detendant had previously 


Was 
May 
testified that the 
told that 
informed 
Lhe 


defendant's 


on 22 


spec ial agent 


he Was undes 


ot 


been investigation 


and his constitutional rights.” 


court instructed the jury that despite 
they could 


had decided whether 


thie admission, 


not 
find him guilty until they 


“this so disclosure 


called contession 


li 


mind ot 


as 
made 
thought 


ould and tl 


oluntartly thie 


cute in gettin 


dence thev « en later 


we can’t class this as 


because [ thie Investigation 


tI il, the court sta 


deceit and trickery, and would 


" Judge 
ary 13 
discussed 
the 
lawyer 

rrial 


Sweeney's 
1953, is not 
at p. 265 
fact that 


Memorandum” of Febru 
reported. In U. 8S. v. Lawn, 
the court did not even men- 


tion one of the defendants was a 


transcript, pp. 6-9 
strategy, defendant's counsel 
cluding evidence which might 
the jury against defendant 
the government 
mination of net 
computations 
liability 

“ Transcript, pp 

” Transcript p. 321 Judge Sweeney ex 
plained that he was leaving the question to 
the jury because there was conflicting evidence 
as to how the disclosure was obtained. (Trans- 
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effective 
succeeded in ex- 
have prejudiced 
The court permitted 
only the agents’ deter- 
income from business and their 
of defendant's corrected tax 


By this 


to show 


56-57 


April, 


violation of tl 
court concluded 

‘Tf 
agents, both by 
the, 


the 


said and by 


that 
what they 


you find 


+ 
mer 


wil at 


govern 
did not say induced a reasonable 


belief the 


in mind of this defendant that he 
would be immune from criminal prosecutior 
if he disclosed his tax liability and cooperated 
with the ot the 
must find the defendant not guilty 
Was this 
disclosure, or was it induced by the promise, 
implied, that there would be n 
prosecution? If you believe the agent’s stor 
you may convict the defendant. If vou 
believe the defendant’s story with regard 
the voluntary disclosure you will acquit him 
If you are still in doubt whether the dis 
closure 


demands agents, then vou 
this 
a voluntary 


is a question of fact 


express OF 


was voluntary, you will find the de 
fendant not guilty, for the government would 
not have maintained its burden of proof.” 


Centracchio was acquitted. Judge Sweeney 


praised the verdict as “just and courageous.” 


Recent Decisions 


lhe 
( entracchw 


decision of the court of appeals u 


Garrity has greatly influencee 
In Application of Maa 


“voluntary case, the 


subsequent « 
Lapides,” a 


district court dismissed a preindictment mo- 


aScs 


dis¢ losure in 


tion to suppress, viewing it as an applicatio 
to the ol 
merely on equitable grounds. The court cited 


determine admissibility evidence 
the Centracchio case and stressed the “dange1 
of piecemeal determinations of questions ot 
law of tact alleged crime 
The same appre in U.S 
Koret « yuver court 


missed a 


or concerning 
was evident 
the 
uppress filed after indict 


the 


ach 


stone,” where dis 


motion to 
voluntar\ 
em mto 
The 


contradiction,” the court 


ment Defendants claimed that 


! 
scl 


sure policy had tricked tl mal 


W 
l 


¥y mcriminating admissions recor 


ws without State« 


“that the disclosures were made upon advice 


cript, p. 323.) The court's ruling finds support 
in a dictum in U. 8S. v. Wilson, cited at foot 
note 70. See discussion in Lustig v. U. & 
cited at footnote 90 In U. 8 v. Shotwell 
Manufacturing Company, cited at footnote &9 
Judge Nordbye instructed the jury that the 
question was for the court and that evidence 
concerning the alleged voluntary disclosure had 
been admitted solely for its bearing on the 
defendants’ intent. (Trial transcript, pp. 5362 
5366.) 
™ Transcript, pp. 325-326 
Transcript. pp. 329-330 
2 Unreported opinion of Judge Brennan, en 
tered May 4, 1953, N. D. N. Y., on appeal CA-2 
as Lapides v. U. 8., No. 22866 
" Unreported opinion of 
tered February 27, 1953; No 


1954 °@ 


Carter, en 
N. D. Calif 


Judge 
32859, 
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f counsel and voluntarily They can 


not now complain that the choice [in favor 
Ol cooperation | was a breach of their con 
stitutional rights.” The question of admis 


sibility of evidence, the could 


the trial of the gen 


court noted, 
best be determined at 


t ral issu¢ 


In the Biggs case," the 
agreed “fully” 
and 
suppress for 


that he 


district court 
with the Centracchio opinion 
dismissed a 


preindictment motion to 


“want of equity.” Biggs alleged 
had refused to turn over his records 
and informed his attorney that he would not 
do so unless he had absolute assurance that 
there would be no criminal prosecution. His 
attorney with the collector 
alleged, that 


deemed 


conferred and 


was criminal 


informed, it is 
prosecution was not “appropriate’ 
that Biggs could turn over his 
books for determination of civil liabilities.’ 
hereafter 


and safely 


, taxpayer surrendered his records 
Lhe court noted that the had been 
“voluntarily, for the purpose of 
determining income tax liabilities.” Accord 
ingly, the court held, there 
and the 
violation of his 


evidence 
turned over 


was no illegal 
taxpayer had suf 
rights under the 


search or seizure 
fered no 


Fifth Amendment. 


In Chieftan Pontiac ¢ 
cited at footnote 77 


alle i ¢ d, 1th 


wrporation v. Julian, 
, the individual taxpayers 
a preindictment motion to sup 
that they 


special agents engaged in 


press evidence, 


were visited by 
a third-party in 
vestigation; that these to induce dis 
closure of unreported income, falsely informed 
them that they were eligible to make volun 
would render them 
immune from prosecution; and that they fur 
nished incriminating evidenc« 
the agents’ 
observed that no torce 
had been no physical seizure of property o1 


and that the 


agents, 


tary disclosures which 


in reliance on 


representations 


The district judge 
Vas used, that there 


effects taxpayers “Voluntari 


turned over the evidence 


] 
closures 


and made the dis 


for thre purpose ot 


a determination 


In re Biggs, Civ. No. 12536; 
Judge Koscinski, entered March 10, 1953. Ap 
peal filed, Biggs v. U. 8., No. 11,904, CA6 

% The collector is dead, but the record con 
tains his affidavit wherein jhe states that he was 
under the impression that the Biggs case was 
merely a civil matter, and that he advised the 
attorney that he had no alternative but to sur 
render the books or withdraw from the case 
Appendix to Appellant's Brief, p. 8a.) 

6 On February 19, 194, the Biggs case was 
remanded to the district court with instruc 
tions to pass upon the merits of the motion to 
suppress since ‘‘the meritorious issue as to 
the violation of the privilege against self 
incrimination was not reached in the district 
court.’’ This order was entered, without opin 
ion, following a hearing on the government's 


opinion of 


Tax Fraud Investigations 


of their income tax habilities.”. The court 
deemed it unnecessary to make further find 
ings of fact, citing Centracchio v. Garrity, and 
dismissed the motions “without prejudice to 
the right of the petitioners in the event of 
indictment, to raise the question as to 
the admissibility of the evidence disclosed 
to the Treasury agents.” ” 

Although the appeals from the district 
court order were dismissed for lack of juris 


diction 


because timely 


motions to vacate 
the court of appeals indicated 


its views on the merits, stating 


were pending, 


“Even if the government agents obtained 
the voluntary disclosures from appellants by 
still 
we think it could not be said that such strat 
agem constitutes an unreasonable search and 
seizure within the 
Amendment.” 


the guise of a false representation 


meaning of the Fourth 


Further enlightenment on the constitu 
tional question may be forthcoming in the 
Lapides case, which is pending in the Second 
Circuit, or in Shotwell Manufacturing Com 
pany v U.S." recently docketed in the 


Seventh Circuit 


PROCEDURES FOR RAISING 
CONSTITUTIONAL ISSUES 


It is important not that 
representatives be alert to recognize infringe 
ments of constitutional rights, but also that 


timely taken where a violation 


only taxpayers’ 


measures be 
has occurred he 
poss ble , be 


issue should, whenever 
various levels of 
More than the 
is exercised in the 
Depart 
const! 


raised at the 


administrative consideration 


usual measure of review 


Internal Revenue Service and the 


ment of Justice when infringement of 


tutional rights is alleged. Recommendations 


against made 


prosecution are whenever it 


reasonably appears that the taxpayer’s rights 


have been violated 


motion to dismiss the appeal because an indict 
ment had been entered. The latter motion was 
denied and the case was remanded because the 
court could ‘“‘see no occasion for further argu 
ment upon a final hearing upon the appeal.” 

Memorandum of Judge McCarthy, entered 
February 27, 1953 

"On appeal from convictions In a memo 
randum decision entered November 28, 1953 
Judge Nordbye held that it was unnecessary 
to determine exactly when the government 
commenced its investigation because the de 
fendants’ disclosures did not constitute an 
admission of a wilfull tax evasion,’’ and were 
intended to ‘‘mislead and misinform the Gov 
erment agents of the true facts.”""” U. 8. wv 
Shotwell Manufacturing Company, cited at foot 
note 90 
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Only brief mention will be made ot the 
judicial procedures tor 


tional rights. ‘The 


asserting 
Federal Rul 


provide that 


constitu 
of Criminal 
Procedure a person aggrieved by 
an unlawtul search and seizure may petition 
the district court to suppress evidence ob 
tained thereby. ‘The motion to suppress shall 
be made before trial unless opportunity there 

| 


for did not exist or the defendant 


grounds for the motion.” Al 
motion 


was not 


though the may be 
indictment,” it is not 


Following 


ress sho 


made prior to 
essential to do so?" 
indictment, the 
ild be 


date to avoid the 


motion to sup 


p made at the earhest feasible 


contention that it 1s un 
timely or dilatory 


Centracchio v. Garrity holds that 


to mdictment 1s 


relief prior 
limited to cases involving 
Fourth Amendment where 
there is a seizure of prope rty,” 


violations of the 
and the tenor 
of the decision indicates that the 
would be made on 
In the Chieftan 


iterated its 


same ruling 
a postindictment motion 
Pontiac case, the court re 
“lack of enthusiasm” for motions 
filed at the preindictment stage. ‘The opinion 
of the Second Circuit in the Lapides case, 
wherein the taxpayer's appeal relies solely on 
alleged violation of his rights under the Fifth 


Amendment, will be 


awaited with interest 


\fter indictment, motions to suppress are 
filed 
motions to 


generally merely in the alternative to 


dismiss. This procedure is in 


variably employe d where the defendant con 


tends that he is immune from prosecution 


and is 


whenever, without the 


there 


ippropriate 


( halle Tig d ( vice nce, 


would have been 


no competent evidence upon which to base 


the indictment 


courts have discretionary 


Furthermore, the district 


power to dismiss 


obtained in violation or con 


‘ 


indictments 
titutional right 
At the 


fendant’s ri 


trial of the general issue, the de 


hts must be protected by objec 


Rule 41(e) 
In re Liebster, cited at 
Centracchio 1% 


footnote 75 In 
cited at footnote 85, 
rejected the government's contention 
that the district court had no jurisdiction. The 
government contended that jurisdiction exists 
only after indictment or when a criminal pro- 
ceeding has been initiated, as by arrest on a 
commissioner's warrant, et« (Brief for Ap- 
pellee, pp. 7-9) 
i[ S l 
The denial of 
order which 
denial of a 
merely an 
appealable 
footnote 85 
"2 See Housel and 
footnote 36, Ch. XIII 


Garrity, 
the court 


Guerrina, cited at footnote 47 
a preindictment motion is a final 
may be appealed, whereas the 
motion filed after indictment is 
interlocutory order which is not 
Centracchio v. Garrity, cited at 
Walser 


work cited at 
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lols to the admission ol evidence alle ie dly 


obtained in violation of constitutional rights 
If the chaitlenged evidence is admitted and 
then 


excluded on motion 


specific, and direct” 


to strike, “cleat 
instructions to the } 


o disregard the evidence 


1 


nave 


cures any 


which may 


been committed 


introduction 


CONCLUSION 


Entorcement of the criminal 


the Internal Revenue Code will be facilitated 


sanctions otf 


if the “required records” doctrine is applied 
Uncertainty concerning applicability of the 


doctrine to income tax records should be 


resolved promptly lo protect taxpayers 


vho have refused access to their records in 


reliance on prevailing beliefs, however, com 
pulsory production should be sought only i 


qT) 


cases not presently under investigation o1 


in litigation 


The courts have not been sympathetic in 
tax cases to claims of violations of « 


tional rights.’” 


onstitu 
Basically, this reflects a de 
encourage the 
evaders and 


sire to prosecution 


? 
{ I iX 


reluctance to handicap income 


tax investigations. These attitudes have made 


it unnecessary for the Treasury Department 


t 


tO reapprals¢ and 


which, at 


revise its investigative 
afford 


minimal protection for constitutional rights 


proc edure Ss, 


present, only 


To provide realistic protection, preclude mi 


understanding and minimize charges of over 


should be 


ounsel and 


reaching, taxpayers 


their right to « 


privileges 
the Constitution, and informed that criminal 
prosecution 1s 


first 


under consideration, whet 


contacted by the special agent.” Phe 


practice of initiating fraud investigations 1 


the guise of routine audits should be eliminated 


(Continued on page 333) 


18 The Liebster case granted relief on a pre 
indictment motion and the court referred only 
to a violation of the Fifth Amendment In re 
Fried, 161 F. (2d) 453 (CCA-2, 1947), holds that 
relief prior to indictment may be granted 
where a confession was allegedly extracted from 
the petitioner in violation of his rights under 
the Fifth Amendment 

my Ss Lawn, cited in text at p. 265 

"> For citation of cases and criticism of the 
rule, see Edwards Standing to Suppress FEvi 
dence, 417 Northwestern Law Re 
view 471, at p. 490 

’ The decisions contrast sharply 
in prohibition enforcement cases 

ass * the taxpayer can be properly pro 
tected only if he knows the importance of the 
investigation and of his rights at the commence 
ment of the investigation.’' Statement of Sey 
mour S. Mintz, hearings, cited at footnote 87 
at p. 239 


University 


with those 
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Business 
Methods 


Does a Lease-Back 
Save You Money ? 


By WILLARD J. LASSERS, Chicago Attorney 


Does the Lease-Back Present a Sure Road 


to Tax Economy? Is It Sometimes More Costly 


Than Other Methods of Financing? 


N RECENT YEARS the sale and lease 


increases its operating funds by the amount 
back’ has been proclaimed as the miracle 


of the sales price, and yet continues to enjoy 
way to save on income taxes when raising possession of the property. Occasionally, 
less than the adjusted 
basis of the property, and the seller-lessee 
financing and of financing by other means seeks to deduct the difference 
Because of the currently unsettled state of 
the law respecting lease-backs and for other 
reasons, we shall see that the lease-back 


does not present a sure road to tax economy 


tunds. My purpose here is to suggest a the sales price is 
method for comparing the cost of lease-back 


as a loss 


To the basic plan, many transactions add 
one or more of the following embellish 
ments, which I call “recapture clauses 


Sometimes the seller-lessee is given a very 
and, indeed, may be more costly than other 


t} 


long-term lease (50 to 99 years), under 


me ds of financing 


which the sales price nevertheless is amor 
he sale and lease-back is essentially a tized over a much shorter term (20 to 40 


device for use in place of the vears), and thereafter the rent drops sharply 


o! debenture (or the stock flota In other cases, the lease period is relatively 


operates as follows A corpora short, but the lessee has an option to renew 
real property and needing funds at a nominal rent. Sometimes the lessee 


‘ 
a es 


ate to an investor tor casl haS an option to repurchase the property 


usly. the investor leases the prop at the end or, of during the lease period 


an extended term at for the amount that would be due the inves 
repay—usually during tor as principal if the transaction had been 
tull purchase price, plus a loan instead of a lease-bacl I call suc 
responsible tor taxes, clauses, and clauses of a similar nature, 


rance aint an , et Thus the selles “recapture clauses” because they permit the 


For the best single general discussion, see Corporate Properties,”’ 45 Public Utilities Fort 
Cary Corporate Financing Through Sale and nightly 673-677 (May 25, 1950): Cannon Danger 
Leaseback of Properties Business, Tax and Signals to Accountants in ‘Net-Lease’ Financ 
Policy Considerations 62 Harvard Law Re- ing 85 Journal of Accountancy 312 (1948) 
view 1 (1948). This article has been condensed Kearns, ‘‘Lease Back Deals,'’ Proceedings of the 
by Professor Cary in ‘‘Current Developments Section of Corporation, ete Law, American 
in Sale and Leaseback Financing,’’ 29 Texas Bar Association 46 (1947); Levy The Trend 
Law Review 54 (1950) The Sale and Lease- of Corporations to Sell Their Real*Estate to 
back of Corporate Property—A Tax Problem,”’ Institutional Investors,’' The Mortgayve Banker 
rAxES—The Tax Magazine, March, 1949, p. 225 November, 1947, pp. 11-16, and December, 1947 
Tax Aspects of the Sale and Leaseback of Cor pp. 2-7; McDiarmid, Financing by Lease,’ 40 
porate Property,’' Proceedings of the New York Public Utilities Fortnightly 278 (1947): Jeffries 
University Seventh Annual Institute on Federal ‘The Problems Inherent in Accounting for 
Taxation 599 (1949) Sale and Lease-Back of Financing by Means of Long-Term Leases 

Corporate Property 27 Harvard Business Re 93 Journal of Accountancy 93 (1952); Mackay 
view 151 (1949) See also Bernard, ‘‘Sale and Sale and Lease Back of 


Corporate Properties 
Leaseback Transactions,”’ 34 Chicago Bar Record as a 


Financing Device,’’ Proceedings of the 
111 (December, 1952) (discusses drafting prob University of Southern California Tax Institute 
lems) Abrams The Sale and Leaseback of (1950), p. 219 
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Lease-backs usually are computed 

at a higher rate of interest than 
would be required on a mortgage. 
However, this fact does 

not necessarily make the lease-back 
more costly than a mortgage because 
factors in addition to the 

rate of interest come into play. 


seller-lessee to enjoy all rights of ownership 
in spite of the conveyance of title to the 
investor. 

The foregoing, which implies that a lease- 
back either is or is not a recapture 
back, represents a deliberate simplification 
for the purpose of comparative cost analysis 
Frequently, for 


lease 


example, the lessee will 
have an option to renew at a rental which 
is substantially below the initial term rental, 
and yet is not nominal. [ hope that 


intermediate 


. mm such 


situations, the reader will have 


no difficulty in adapting to his case the 
general method presented 

It appears that leas¢ 
computed at a higher rate of interest 
would be required on a 
indicated below, 


necessarily make the lease 


here 

usually are 
than 
mortgaye \s 
however, this fact does not 
back costly 
than a mortgage because factors in addition 


bac ks 


more 


to the rate of interest come into play 


The chief tax advantage 
lease-back is that a 


* claimed tor the 
may take 
the full rental payment as a deduction. It 
's said that this sum usually 
sum of the 
interest 


S¢ lhe 1 le SSeCe 


will exceed the 
mortgagor's deduction for the 
portion ot 
ment and for depreciation 


each amortization pay 


The depreciation 
deduction is limited because no depreciation 
may be taken on land and because the im 


provement 


generally must be 


depreciated 


over a long term. Hence, it is sometimes 
said that the back is a way of procur 
ing depreciation on land and accelerated 
the life of the 


Further, where 


le ANs( 


depreciation (over lease) 


on improvements the sales 

* The difference has been put at three eighths 
to five eighths of 1 per cent by Cary, work 
cited at footnote 1, 62 Harvard Law Revieu 
1, 9, and at 1 per cent by Cannon, work cited 
footnote 1, at p. 315 

* There are numerous 
claimed for the lease-back 
more funds than by mortgage being the prin- 
cipal one. See Cary, work cited at footnote 1, 
62 Harvard Law Review 1 

‘This rule is the effect 
Secs. 112(b)(1) and 112(e) of the Internal 
Revenue Code and Regs. 118, Sec. 39.112(b) 
(1)-1 For cases, see Standard Envelope Manu- 
facturing Company, CCH Dec. 17,77! i . Fe 
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nontax advantages 
the ability to raise 


of reading together 


April, 
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price is less than the adjusted basis of the 
property, the lease-back is 


taking a 


held out as a 
Theoretically, it 
may be possible to take an advantageously 
timed gain, although I know of no instance 
where 


means ot! loss 


such a gain has been taken. 


The first step in analyzing the compara 
tive cost problem is to examine the status 
of the back under the Internal 
enue Code. There are two principal prob 
right to deduct a loss on the sale 


Portion Of a 


lease Rev 
lems: the 
sale and 


right to deduct the 


and the 
rental payment in full 


lease-back, 


The loss question we may answer briefly 
Where property held for productive use or 
investment is exchanged for cash and a lease 
hold on the property tor 
the full loss may not be deducted in the ve: 
in which the 


30 years or mor 


exchange is made,* but i 
Century Electric case 18 good law, the 
may be amortized 


What about 


vears containing 


over the period ot 


lease less than 30 


a lease for 
a rene wal option which, iT 
exercised, will make the total period 30 vears 
lf the h that 
from the circumstances that the 
option will be exe reised, pre sumably the loss 
not be deductible in full in the 
which the transaction 1s closed,® 


or more 
it is likely 


renewal terms are suc 


Wlay year Il 


but perhaps 
be amortized over the original and the 
renewal period. Undoubtedly, if the 
were to drop sharply after the initial term, 
it would so appear. What about 


less than 30 years with an option to repur 
chase? If the 


Way 


rental 
a le ase 10! 


seller may repurchase at a 
price substantially equal to the amount that 
would have been due on an equivalent loan, 
it is difficult to say that a been 


incurred which is entitled to recognition 


loss has 


The question of the deductibility of the 
rental payments is much less clear-cut than 
the loss question, as there are no statutes 
or regulations specifically in point and there 
is little case law. Helvering v. Lazarus, 39-2 
{ 9793, 308 U. S. 252, 


light on the 


UST¢ throws some 
ILazarus had 
conveyed legal title to property to a bank 


as trustee for the holders of land 


matter There 


trust 
41 (1950) Century Electric 


Dec 17,912, 15 TC 581 
ustc § 9482, 192 F 


Company, CCH 
(1950) aff'd, 51-2 
(2d) 155 (CA-8), cert. den 
342 U. S. 954 (1952) and May Department 
Stores, CCH Dec. 18,150, 16 TC 547 (1947) 

Cf. Jefferson Gas Coal Company v. Commis- 
sioner, 2 ustc § 796, 52 F. (2d) 120 (CCA-3 
1931). (Where a lessee has an option to apply 
rentals’'’ on the purchase price, the rentals 
constitute installment payments where it ap- 
pears from all the circumstances that the 
option will be exercised.) See also Mont 
gomery Federal Taxes Corporations and 


Partnerships, 1951-2, Vol. 1, p. 540 
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The chief tax advantage claimed for 
the lease-back is that a 
seller-lessee may take the fuil 
rental payment as a deduction. 


certincates 
leased the 


Simultaneously, the bank had 
property to the taxpayer for a 
period of 99 years, with options to renew 
and to repurchase. The Supreme Court 
sustained the taxpayer’s contention that it 
entitled to a depreciation deduction 
even though it did not hold legal title, since 
the sale and effect 
economic 
decline in the 
improvements fell on the 
the Court held it was entitled to 


Was 


lease together were in 


a mortgage Inasmuch as the 
burden of the 


of the 


gradual value 
taxpayer, 
the depre 


+ 


ciation deduction 
he relevancy of Lazarus to the 


deductibility 


rental 
Where the 


long-term lease o1 


issue 1S apparent 


lessee has a very where 
back contains some other 


clause, the 


a lease recapture 


that, by 
of Lazarus, the transaction 1s a mort 
gage. Hence he may contend that only the 
portion of rental 


Commissioner may Say 
virtue 


each payment which ap 


pears to represent interest may be deducted 


lo be 


sionet 


consistent, of 


course, the Commis 


should permit 
In such case, 
would be the 


a mortgage 


a depreciation deduce 
tion the taxpayer’s tax status 

same as if it had negotiated 
Since the lease would doubtless 
all other purposes, 
the seller-lessee would still incur the 


be binding for however, 
detri 
ments and enjoy the privileges of a tenant, 
as compared to a mortgagor. 
considerations 
this ceé 


to stand 


The above compel 


nie lusion 


many 
ractitioners to If a lease 
up, there should be no 


clauses and, moreover, the lease 


a term of less than 30 years 
that 


may, by 


there s danget 
and the 


he 30-vear 


Ommiissionel courts 


rule on recognition 
transaction to be 

1 
ar ruil 


manufactured by the 


would have 


courts, of course, 


the 30-year rule on losses created by 


‘ 
reasury regulation ‘has no direct applica 


tion Such fixed periods have been created 
by the 


doubtless 


courts in the past, however, and 


will be so created in the future 


Another possibility is to set up a recapture 
back and to hope for the best. If 


lease 
‘For example, the detriment of a possible 
loss of possession in a summary proceeding 
upon forfeiture and the benefit of more favor- 
able treatment as a tenant under Sec. 63(a), 
Bankruptcy Act, 11 USCA Sec. 103(b). 
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decisions are favorable, there may be a real 
tax advantage and, if decisions are unfavor 
able, the lessee may fare no worse than a 
mortgz A third course is to set up a 
recapture clause in the form of an option 
Then it 


gee. 
to repurchase decisions are un 
favorable, the lessee can exercise the option 
and refinance. But this solution is not an 
It jeopardizes the tax advantages 
of the lease-back while the repurchase clause 
is in the lease. 


ideal one 


Moreover, the investor may 
insist upon a clause in the lease giving it a 
sizable premium upon exercise of the option 
(at least during the first years). 
rates at the time 
sought may be higher. 
nomic 


Finally, 
refinancing 1s 
In fact, general eco 
conditions or the condition of the 
refinancing impossible 
Since both recapture and nonrecapture lease 
backs are common, I shall both 


interest 


lessee make 


Way 


consider 
in my comparative cost analysis. 


We to the question of com 
parative cost of financing by lease-back and 


by mortgage. We shall 


come now 


talk in terms of 


mortgages but our comments are equally 
not only to mortgages, but also 
to debentures, etc., and the term mortgage 


applicable 


shall be taken only as a shorthand expres 
sion for all such forms of borrowing money 


let us consider a few concrete illustrations 


CASE 1—BASIC CASE 


Two firms contemplate erecting new build 
$00,000 on 
$200.000 


ings at a cost ot 


land just 

Firm M secures a 
25-vear, 34% per cent mortgage (debenture, 
etc.) for the full cost of $1 million, on which 
the annual amortization payments are $60,680." 
Firm ZL sells its property for $1 million and 
leases it back for a 25-year 


pure hased for 


term at an 
annual rental of $60,680, an amount calcu 


lated to return the principal plus interest 


at 3% per cent (L’s rental naturally equals 
M’s amortization payments) The 


contains a recapture clause in the 


lease 
form of 
an option to repurchase the premises at the 
end of the lease for a nominal sum. Both 
firms assume full responsibility for mainte 


nance expenses, property Both 


taxes, etc. 


buildings have 50-year useful lives 


A top-ranking economist has assured both 


firms that they incomes, for the 
> 


25 years, well in excess of the mortgage 
or rental payments, and that 
the properties in 25 years 


will enjoy 
next 
the value of 
will be exactly 


'From Appendix I 
in the appendices are 


Note 
stated 


that all amounts 
per $1,000 





cost less depreciation, or $1 million 
50 per cent of $800,000—that is, $600,000. A 
qualified tax expert has assured both com- 
that corporate tax will not 
depart significantly from 50 per cent of net 


income during 


less 


panies rates 


the same period 
Our premises fall 


and the 
are those 


into two groups, the 
The 


given situation 
material of the 


“facts” “facts” 


“assumptions.” 
elements in any 


which torm the raw 


prob 
the cost or current market 


estate, 


lem, for example, 
value of the real 
ete The 
about the future, 


rates of interest, 


“assumptions” are assumptions 
for example, future inter- 
future tax rates and future values 
of property. We that we are 


required to consider these items in order to 


est rates, 


shall see 


analyze our problem 


We assume a flat 50 per cent 


tax rather 


corporate 
than a graduated tax in order to 
avoid cluttering our problems with unneces 
For the small firm where 
portion of the income falls 
in a lower tax bracket, appropriate adjust 


sary complexities 
all or a sizable 


ment must be made 


Firm L's Adjusted Annual Cost 


For the 
which 


above “facts” and “assumptions,” 
method of financing is better? For 
L, the $60,680 annual payments are denomi 
nated “rent,” fully deductible If 
fhe tax rate is 50 per cent, the net annual 
outlay for L is 50 per cent of $60,680, or 
$30,340. In the case of L, the net 
outlay 


call the 


and are 


annual 
an amount which we shall 
“adjusted annual 


represents 


” 
cost 


If we change our facts by eliminating the 
recapture clause, the picture is radically 
different, for now L’s net annual outlay does 
not constitute the 


arrive at the 


order to 
adjusted annual cost we 
only the net outlay, 
$600,000 value of the property 
that is, the 
annual cost must include 


only cost. In 


must 
consider not 
but also the 
lost afte1 5 


annual 


vears, adjusted 


an amount similar 
to a depreciation charge to cover this $600,000 
If we tail to include such an amount, our 
adjusted annual cost is understated just as 
surely as though no deprec iation had been 
other 


cannot 


taken on an automobile or 
Further, 
precise value of the 


wasting 
know the 
real estate in 25 years, 
we cannot know the precise amount which 
should be added annually to determine ad- 
justed annual cost. We are compelled, there 
fore, as in the usual depreciation situation, 
annual 


asset since we 


to fix our charge on the 


basis of 
available 


V alue of the 
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the best 


» 


real estate in 25 vears. Not 


April, 


information as to the 


1954 e@ 


Many practitioners believe that if 
a lease-back is to stand up, there 
should be no recapture clauses 
and the lease should run for a term 
of less than 30 years. If the term 
is longer, there is danger that the 
Commissioner and the courts 

may hold the transaction to be 

a mortgage. 


only depreciation reserves, but reserves ot 
all sorts are established on the basis of such 
estimates, and this charge must be treated 
similarly This additional 
charge cannot be considered for tax pur 
for such a deduction runs counter 
to the entire theory of the lease-back 


“depreciation” 


pe ses, 


Since it is anticipated that the property 
will be worth $600,000 after 25 years, we 
that the 
$600,000 

. oF $24,000 per yeal 


can assume additional cost is 


equivalent to 

25 
This arithmetic is unfair to the lease-back, 
however, fact that 
if the actually set aside an annual 
sum, less than $24,000 would be required, 
because the funds set would earn 
interest Hence, I prefer to ascertain the 
cost due to loss of the 
amount would have to be 
sinking fund at 3% 
in order to produce $600,000 in 
From Appendix IT, this amount is 
$15,408, that is, $25.68 per thousand times 600. 


because it ignores the 


lessee 
aside 


annual real estate 


as the which 
deposited yearly in a 
per cent 


25 years 


Or this basis the adjusted annual cost 
for Lis 


TABLE 1 
Firm L’s Adjusted Annual Cost 


Annual rent 
ILess tax savings on rent (50 per cent 
of annual rent) 


$60,680 


30,340 


Net annual outlay $30,340 
Plus adjustment for loss of real es- 


tate 


15,408 


Adjusted annual cost $45,748 

The sum of $45,748 represents our best 
estimate as to the true cost to J 
for its $1 million “loan.’ 


annual 


Firm M's Adjusted Annual Cost 
For Vl, the 


ments are the 


monthly amortization pay 


same as L’s rent, namely, 
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S60.680 per year each 


The portion of 
amortization payment applicable to 
l is not tax deductible, but the portion 
licable to interest is fully deductible 
the interest 

2 per cent on almost $1 

t $35,000 We say 

glect the principal 

at On the 

50 per cent tax rate, the 


princi 


first year, the charge 


million, 
be- 


payments 


“almost” 


basis ota 
deduction for interest 
will result in a saving of 50 per cent of $35,000, 
or $17,500. the mortgagor is en- 
titled to a depreciation deduction of $16,000 


(2 per cent ol $800,000) each year, 
5 


Moreover, 


throughout 
This deduc 
a saving of $8,000 per year 
cent of $16,000 

Vis 


year term of the lease. 


results in 
is, 50 per Hence for 


t vear, the outlay for 


TABLE 2 
Firm M’s First-Yea 


Outiay 


\mortization payment $60,680 


lax savings on interest 


deduction, 50 per cent 
of $35,000 


lax savings on depreci 
ation deduction, 50 per 


cent of $16,000 8.000 25,500 


Outlay first vear $35,180 


Year by year, the portion of each pay 


ment and 
The 
falls to 
fifth year, so 


is $52,680 


applicable to declines, 


vith it the 


interest 
tax savings on the 
$17,500 amount above 


interest 

gradually 
the twenty 

time the an 


($60,680 minus $8,000) 


is pi that, due t he vear-by 
simple com 

Firms / 
when the in 

W's annual cost of 
$45,748 


and 


(assuming 
ut with each pass- 
ses until finally, 
it amounts to 

$45,748 In 


possible, I sug 


VC. 
annual sum 
sum may 
“average” 


| 
over the 


Lease-Back 


life of the loan. If we refer to Appendix 111, 
we see that the equivalent interest per thou 
sand is $23.05 per year for a 3% per cent 
loan. More precisely, it 1s $23.048, or $23,048 
Since the tax 
rate is assumed to be 50 per cent, the equiv 
alent annual savings due to the interest de 


duction is 50 per cent of $23,048, or $11,524 


We both 


1¢ Nc wwWS 


per year for a $1 million loan 


may summarize for firms as 


TABLE 3 


Comparison of Adjusted Annual Cost 
Firms L and M 
Firm I 
(1) 


(2) 


Annual rent $60,680 


Less tax Savings on rent 30,340 


(3) Net annual outlay $30,340 


loss of 


(4) Plus adjustment for 


real estate 15,408 


(5) Adjusted annual cost $45,748 


Firm M 

(6) Annual amortization payment 
(7) 
(8) 


$60,680 


lLess tax savings 
On depre lation, 
50 pe! 


$16,000 


cent oft 
$ 8,000 


(9) On equivalent in- 


terest, 50 per cent 
of $23,048 11,524 


(10) 19,524 


Total of (8) and (9) 


(11) 
(12) 


Adjusted annual cost $41,156 
Difference ((5) (11)) $ 4,592 
adjusted annual cost 
that, on the basi 
of our facts and assumptions, Firm M fare 
Firm / The respective ad 
$41,156 (line (11)) 

(Line (5)), a 
(12)) It is 
Vefares better in 
our’ deduction f 


compare the 
wo firms, we see 


than 


difference of 
important § te 
spite of the 
tact o1 i¢preciation 
conservative If we been 
V's 
been more pronounced and, indeed, 


it had a 


was most had 


advantage would have 


Ve might 


more generous, 


recapture 


bacl ! asury depreciation al 


ances are liberalized in accordance with 


talk, it well be that 
prospective bach 1s 


back will be 


current 


may when a 


mortgage-lease exam 


ined closely the lease found 


to offer more opportunity for litigation than 


Ing 


283 





Every change in the tax rate affects 
the current relative desirability 

of every lease-back and mortgage 
then in effect. One about to embark 
on a sale and lease-back or mortgage 
transaction is compelled to consider 
the probable direction of the tax 

rate if he wishes to make a genuine 
effort at cost comparison. 


to 6, 
effect of various 
assumption 


following, I consider the 


changes in our facts and 


upon the relative desirability of 


the lease-back and the mortgage 


CASE 2—-EFFECT OF REDUCING AMOUNT 
OF LOAN AND SALES PRICE RELATIVE 
TO FULL VALUE 
In Case 1, we 
sold Ol 


its value 


assumed that the property 


mortgaged for 100 per cent of 


Often, however, the maximum 


loan obtainable at a reasonable 


interest rate 


As the 


sales 


will be for some lesser percentage 
bach 
back bec 


attractive, tor 


relative size of the loan (or lease 


price) decreases, the lease Oomecs 


progressively less two rea 


Sons The mortgagor's depreciation deduc 
allowed 
and, hence, 
ther, ui J 


clause, its 


tion, not reduced 


a lessee, is not 
becomes more significant. Fur 
does not have a_ recapture 


annual tax savings on the rent 


decline, but there is no corresponding ce 


cline in the value of the 


property whicn it 


eventually loses Consider Case 1, with a 
loan and lease-back for $500,000 instead ot 
$1 million. The annual amortization pay 
ment and rent 1s $30,340 rather than $60,680, 
and the equivalent annual interest is $11,524 


instead ot $23,048 


TABLE 4 
$500,000 Loan—lL.ease-Back 
hirm J 
(1) Annual 


(2) Less savings on tax on rent 


rent 
(50 per cent ot $30 340) 


(3) Net annual outlay 
adjustment 


(4) Plus 


real estate 


\djuste dl 


annual 


April, 


1954 e@ 


livrm M 


(6) Annual amortization payment $30,340 
(7) Less tax savings 
(8) On depreciation, 50 
per cent of $16,000 $8,000 
(9) On equivalent inte: 
est, 50 per cent of 
$11,524 
10) ‘Lot 


al of (8) and 13,762 


11) Adjusted annual $16,578 

Under | 
clause, its cost of $15,170 (Line(3)) barely 
exceeds M’s $16,578 With a 
clause, M is in a commanding position 
(Line (5)’s $30,578, compared to Line (11 )’s 
$16,578) 


Case 2, even if L has a recapture 


recapture 


Suppose there is $1 million to be 
$500,000 by mortgag: 
Where the available sums are unequal, com 
parison is difficult 
the cost ot borro ving to 


cost per dollar bor 


had by 
lease-back, but only 


One solution is to reduce 
an adjusted annual 


rowed 


Under the actual facts of Case 2, for the 


vear of the transaction, 
than 30 
would be entitled to 


$900,000 sale. It the 


since the lease 


above # I 


claim a loss on the 


is tor less years (see 


lease were Tor 4 


period of 30 years or more, it is possibl 


that the loss could be amortized over the 
Century Electri 


attention on the 


lease period, under 


order to TocUS 
point, | 


case in the 


did not discuss this phase of 
above paragraphs but will treat 


it further below 


CASE 3—-EFFECT OF LENGTHENING 
TERM OF LOAN OR LEASE-BACK 
As the 


increases (irom, Say, 25 vears to 40 vears), 
which firm 


term of the loan or lease-back 
benefits ? lf we 


with a 


compare a 
bac k, the 


more 


mortgage recapture lease 


mortgage becomes relatively favol 
able. As the term lengthens, the rent and 
the amortization payments become smallet 


But whereas the tax 


savings on the rental 


deduction are V's tax savings on the 
depreciation deduction are 


the tax 


smaller, 


unchanged, and 
savings on the interest 


are larger, 


deduction 


since a greater portion of each 


payment represents interest 


Where the property will be totally depre 
ciated before the expiration of the loan or 
back, the above 
apply, and each case 
its facts. 


lease statement does not 


must be examined on 
This situation is likely to be pre 
property held 


sented on 


which has been 
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In the early years of a lease-back 
plan, the level of earnings 

must be high to insure full 
benefits from the lease-back. 


A lease-back is not a happy plan 
for a firm whose earnings 


are uncertain. 


tor some time prior to the exes 
mortgage li -. has no 


igdalill we 


ution of the 


recapture clause, 


cannot give an easy answer to our 


juestion, because 


then we must consider 


that the improvement which L 
will be olde 


will 
valuable 


less 


and 


CASE 4—-EFFECT OF TAX RATE 
INCREASES AND DECREASES 


In this section we consider the effect on 


bac k 
rate in 
In the pre 


he relative 


and the 


desirability of the lease 


mortgage when the tax 


creases and when it decreases. 


ceding sections we made our comparisons 


nm terms of adjusted annual figure 


which the 
“acquire” $1 


cost, a 


vlich represents the “price’ 


hirims 


must pay in order to 


million But the adjusted annual cost 1s 


nly a way station to an even more signifi 


ant figure, namely, the amount 


after all 


renaming 


Toor stockholders | 


have been 


costs 


let us assume a tax rate 


uusly, the net income 


] But the 


Obvi 
Ve will 


large 


Mmicrease 
both L and 
firm which has the 
will 
assume that tax 
jump from 50 per cent to 75 per cent 
In Table 3, J 


$60,080, 


Tal 


amount of tax-deductible items suffer 
ess Concretely, let us 


ates 
deduct the 
while M may deduct the 
$16,000 and the interest of $23,048 
Firm L, then, will suffer 
diminution in earnings of $5,318, 


may rent of 


depre Cla 


tion of} 
it total of $39,048 
i smaller 


mMmipute d as follows 


TABLE 5 


deductions 


irm L’s 


Kirm M’s deductions 


$60,080 


Interest 


Depreciation 


Lease-Back 


Regardless of the actual decline in earn 
and 


increase, / 


ngs / VU suffer because of the tax rate 
will less by $5,408, pro 


has sufficient 


sulter 
vided, ot course, it 
utilize all its 


income to 
deductions. In our example, 
that L’s rental exceeded M’s 
depreciation In 


ve assumed 


interest and 


most 
this situation will exist, but where the 
reversed, V 
Ii we assume in the above illustra 
tion that taxes tall 


both 


cases 


situ 


ation 1s 


will suffer less by a 


taX ise 


from cent to 25 


50 per 


per cent, firms will show an 
in net profit, but 


by $5,408 


Che 


encourages the 


mcrease 
V's gain will exceed L’s 


statement that an increase in 


back and a 
in taxes encourages mortgage 


taxes 
lease decline 
financing has 
that Firms / 


transactions 


a biting corollary 


md M 


templating a 50° pet 


Assume 


enter imto their 


con 
One 
made, war is de 
rates jump to 75 pet 


cent tax rate. 


atter the deals are 
clared, and the 


Firm J has an 


VCcal 


cent 
Firm ™M 


remain in 


advantage ovet 


jong as the higher 
effect. If, however, after 


tax program 1s 


ior so rates 


one year a new 


enacted which relies 


more 


extensively on taxes and 


rate, Vohas 


words, 


CXCISE Or sales 


which reduces the 


corporate 
other 
change in the tax rate 


an advantage In every 


affects the 
relative desirability of every 
cttect 
, embark on a. Sale 


current 
lease-back and 


mortgage then in 


Thus, one about 
i back o1 
transaction 1s compelled to con 
sider the probable direction of the tax 
if he 


and lease 


nortgpage 


rate 


vishes to make a genuine effort at 


cost COMparison 


CASE 5—EFFECT OF DECLINE 
IN EARNINGS 


lf earnings fall to the 
deductions cannot be absorbed in full, the 
chief talking point for the 
its persuasiveness In 


point where tax 


lose Ss 
illustrate 


lease bac k 
order to 
a horrendous case, it 1s not 
that net prohits 
expenses relating to financing are 
that 
which 


benefit 


necessary to 
assume deducting 
7ZCTO We 
such net profits fall 
permit M to de 
from its depreciation and 
interest deductions, but which will not pet 
mit 1. to obtain full benefit from its rental 
deduction In Case 1, let us assume that 
of 1. and M before financing 
only $39,048, that is, the 
W's depreciation interest 
Table 3, 


tax Savings on the rent 


before 


need only assume 


oO an amount will 


rive full 


the net income 


costs 1s 


sum ot 
deductions 
Then L’ 
Pable 
$39 O48 ) 


and 


Lines (8) and (9)) 
(Line (2) of 


3) talls to $19,524 (50 per cent ot 
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ompletely unattected I he 


lable 6 


results for 
summarized in 


TABLE 6 
Ie flect of nem [armuings to 
firm [ 


1) Annual 


459 ds 


$60,680 

on rent (50 
$39,048 19,524 
5) Net 
+) Plus 


annual outlay $41,156 
adjustment 

15,408 
>) Adjusted 


annual cost $56,564 


that / 
st has jumped because / 
orb all the tax 


entitled 


lable 6 shows annual 
to ab 


which it 1s 


adjusted 
1s unable 
deductions to 
before building 
$60,680, L is 
amounts of the tax 
vailable to it, until at $60,680 

minimum cost of $45,748 
short, $39,048 is 
Once the net 
costs falls below 
bac k bec mes mcreas 


Where 


le ast 


As the net income 
$39,048 to 


’ 


S rises trom 


able to use increasing 
deductions a 
it reaches 


(Table 3, 


the critical 


Line (5)). In 
amount 


building 


profits 
before that 
amount, the lease 
a business con 


back 


Ve becomes 


ingly burdensome 


templates large-scale financing 
important 


raph, we have 
equivalent or 

In the early 
he actual inter 
valent interest 


OOO Thy 


CASE 6—EFFECT OF CHANGE IN VALUE 
OF REAL PROPERTY 


assumed to this po 


We have 


real property at the end 


286 April, 


1954 


If the next 25 years are as 

eventful as the last 25 years have 
been, wide price-level changes seem 
inevitable, bringing 

with them a deep impact on our 
financing problem. 


} 


lye orth its depreciated 
2 


property 1S 


value of $600,000 


has no and if the real 


recapture claus¢ 
Firm 
windfall to the ex 
Firm L’ 
modified by 
to loss of th 


more, obviously 


/ lessor receives a 
tent of the 
lable 
adjustment due 


(4)) and 


schedule in 
increasing the 

e real property 
consequently, its adjusted 
(3)) 


difference 
6 must be 


( Line 
annual cost 


* +} 
lf the 


( Line must be increased. 


value is too high, the opposite conse 


quences follow 


Phe preceding paragraph proceeds upon 


the assumption of a constant price level 


It we long-term 


price level, the 


take into consideration a 


increase or decrease in the 


problem becomes infinitely more complex. 


let us assume 


that an 


causes the 


increase in the 
depreciated value of 

$600,000 to 
adjustment due 
(‘Table 6, Line 


doubled, from $15,408 to $30,816. 


price level 


the property to double, from 
$1,200,000. Obviously. the 


al property 


he increase 
dollar 
vas and, hence it 


cis 


tt or 18 it 


means that the 


yvorse 


variety 

variety 

Ose oO 

basis of 

mn the basis of 
item. Some may think that 
cost 
More 
level, M, 


may have 


for comparison is the 
shareholders, etc 
a rising price 


1 its property, 
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to pay a tax on a capital gain that is 
wholly or in part fictitious when tested by 
some or all of the yvardsticks 


above. other 


mentioned 
uncertainties, 
one. If the next 25 
years are as eventful as the last 25 years 
have been, wide price level changes seem 
inevitable, bringing with them 
pact on our financing problem 


Thus, to our 


we must add a new 


a deep im- 


In each of Cases 2 to 6, I have considered 
Case 1 modified by changing just one fact 
or one assumption, and have considered 
the effect of such a change upon the relative 
desirability of the lease-back and the mort 
gage It is have not 
treated each of the facts and assumptions 1 
this 


apparent that we 


fashion. Thus, for 


nothing 
the effect of a change in the 
There 
detail 
tacts 


instance, 
was said as to 


rate of interest from 3% per cent 


is a reason tor not 


the effect of 


considering in 
varying the 
and assumptions. 


remaining 
Cases 1 to 6, 
presented 1or 


naturally, 
are not themselves, but for 
the purpose of illustrating general principles. 
The particular effects resulting from the 
variations described in Cases 2 to 6 not only 
apply to particular 
but apply 
State ol 


facts of those 


generally to 


cases, 
likely 
2, the dis 
cussion applies, regardless of the 
of the ratio of the value of the land to 
the improvement, the term of the loan, the 
rate of interest, etc 


almost any 


facts. Thus, in Case 


size 


\ variation in the rate of interest, how 
ever, falls into True, 


matter to inquire, in Case 1 


a different category 
it is a simple 
what happens when the interest rises from 
31%4 per cent to 4 per cent. Obviously, 
financing is more expensive for both firms 
and, on the basis of the 
Case 1, relatively 
than for L, 


But if the 


particular facts of 
more expensive for M 
where L has no recapture right 

and 
otherwise, the interest-rate increase might 


facts assumptions were 


prove relatively more costly for L. Specifi- 
cally, if the value of the real estate at the 
end of the lease $600,000, but 
$200,000, the would - still 
both firms adversely, but now the 
increase would be relatively 


for M than for L 


change 


were not 
rate increase 
affect 
less expensive 
In short, the effect of a 
in the rate of interest and 
number of the other 
sumptions cannot be considered apart from 


a change 


in a facts and as 


the specific facts and assumptions of the 


case This point 1s important, for 1t means 


that one 


quences ol a 


cannot generalize on the 


conse 


variation in some tacts and 


Lease-Back 


assumptions. Let us look at a few other il 


lustrations which are interesting in themselves. 


Consider the case where the value of the 
land is greater in relation to the improve 
ment than in Case 1—for example, let us 
assume that the land is worth $500,000 of 
the $1 million rather than $200,000 of the 
$1 million. It is said that 
the land 
lease back 


bility of 


as the value of 
increases, the desirability of the 


increases because or the possi 
land. If the 
recapture clause, this 
But, if the lease-back has 


clause, we need a 


“depreciating” the 
lease-back has a 
view 1s correct 
no recapture more ex 
tended analysis As the ratio of the 
to the improvement 


land 
increases, M’s depre 
ciation allowance declines—a fact undoubt 
edly favoring the lease-back, Sut, just 
because land does not depreciate, the value 
of the real property which L 
loses—all other things being equal—will be 
higher. In terms of our analysis, L’s ad 
justed annual cost will be higher. Whether 
L or M will lose more cannot be predicted 
apart from the specific facts of a particular 
Very much the 
assume that the life of the improve 
than 50 W's depre 
ciation deduction shrinks, but the value of 
the real estate / 


ultimately 


case same analysis applies 
il we 


ment is more vears 


must surrender increases 


As another illustration, let us change the 
facts of Case 1 by supposing that the im 
provement is not new and that it has been 


held so long that a sizable amount of depre 


When 


may not 
be able to take $16,000 per year 


ciation has already been charged off 
we make our cost comparison, 


in depre 
ciation for a 25-year 


hand, L 


taxable 


period. But on the 


other may be faced with a recog 


nized sale 


gain on the 
One 


where 


final example follows: 
property with a $1 
was sold by L, and 


In Case 
million basis 
mortgaged by M for 
$900,000, we saw that apart from the possi 
bility of taking a loss, as the size of the 
loan or lease-back decreases, the lease-back 
becomes less attractive. The effect of the 
deductibility of the loss was excluded from 


consideration. 


The opportunity to take a loss frequently 
is held out as one of the prime inducements 


to use the lease-back Under the facts 
of Case 2, the $100,000 loss is deductible 
in the which the 


curs, lease is for 


year in transaction o¢ 
than 30 


While L has an immediate advantage 


since the less 


vears 


in this respect, it must be remembered 
that M may continu 


on the full $1 


to take depreciation 


million. If tax rates in the 


287 





ars to come are higher than in the year capture clause) future property values. Kver 
of the transaction, M may come out ahead then, no simple cost comparison is possible 
The answer to our title question, then, because of the inherent differences between 
is complex. Our first problem must be to the lease and the mortgage. To make any 


determine the tax status of a proposed plan comparison possible, future property values 


inder the Internal Revenue Code. Having themselves unknown, must be “depreciated” 
done so, we must speculate as to future tax on annuity principles, and a steadily declin 
rates, future earnings and (if, to make our ing interest deduction must be reduced te 
lease-back stand up, we include no re a single “average” amount [The End} 


APPENDIX | 


Annual Payments Necessary to Amortize a Loan—Annual Lease-back Ri 
(Per $1,000 Loan or Sales Price) 


3% 31,% 1% 11/A,% 


$67.22 $70.37 $73.59 $76.88 
60.68 64.02 67.44 


54.38 57.84 61.40 
46.83 50.5. 54.35 
42.64 16.56 50.61 


APPENDIX Il 


r Real Estate at End of Le 
l‘alue, That Is, Annual Sinkin 
Deposit to Produce $1,000) * 
Jf 
, 


$37.22 


APPENDIX Ill 
“Equivalent Interest” per $1,000 Lox 


2¢ 21 1o% fife 
G 2 1" t*/2/e 


$18.64 $22.2 $26.06 $29 98 

19.20 27.06 31.24 

19.78 . 28.09 32. 50 . 
20.98 25 30.07 34.91 39.90 


22.14 26.9 31.89 37.04 12.32 


* All appendices are computed on the basis for each year of the loan period, a table were 
that payments are made annually and that prepared showing the portion of each payment 
interest is compounded annually. The amounts allocable to principal and to interest. Suppose 
for monthly, quarterly or semiannual payments now, that instead of paying the sum of these 
are fractionally different two amounts each year, Firm M delivered to 

+’ The theory of the ‘‘equivalent interest’’ is the mortgagee one check for the principal pay 
as follows Assume the mortgage rate of In- ment and a second check for the annual 
terest is i. We compute the amount, p, that equivalent interest."’ If this procedure were 
would have to be invested at rate of interest i followed, the mortgagee would fare precisely 
in order to meet the interest portion of each as well as it would if it had received interest 
amortization installment as it comes due. This in the usual manner 
amount p is the ‘‘present value’ of the entire The formula for Appendix III is 
series of the interest portion of the loan install i 
ments. The next step is to determine the annual H ni 
amount which p would yield if it were paid out ]-v " 
in equal installments, year by year, over the J equivalent interest per dollar borrowed 
term of the loan, and it is this amount which rate of interest 
is set out in Appendix III 1 

We refer to Appendix III as the ‘‘equivalent ) 
interest’’ for a reason which makes the logic 1+ 14 
behind our method more clear Suppose that n term of loan in years 
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Fraud and 
Negligence 


Penalty Problems 


By SIDNEY GELFAND 
Tax Consultant, 

Gelfand, Radler & Weiss, 
New York City 


\W HILE PROBLEMS pertaining to tax 
penalties should not ordinarily be of 
such scope and magnitude as to encompass 
many taxpayers, 
ence of the 


the administrative experi 
Treasury Department and the 
numerous court decisions dealing with penalties 
emphasize the present importance of this 


phase of taxation 


This article deals with three facets of the 
penalty problem; each, while appearing to 
be settled judicially, involves such contradic- 
tions in tax thinking and reasoning that the 
writer believes the final answers have not 
vet been given 


The first deals with the basis tor 


the mathematical computation of the 50 per 


lacet 


cent fraud penalty; the second deals with 
the imposition of tax penalties upon a trans 
feree of a taxpayer, particularly an estate; 
and the third deals with the possible de 
ductibility of tax penalties in computing net 


Incomrmi¢ 


Penalty Basis 


Section 293(b) of the Code provides 


“Fraud—lIf any part of any deficiency 1s 
due to fraud with intent to evade tax, 


50 per 


then 
centum of the total amount of the 
deficiency (in addition to such deficiency) 
shall be so assessed, collected, and paid, in 
lieu of the 50 per centum addition to the 
tax provided in section 3612(d)(2).” 

“addition to tax” is com 
monly referred to as the 50 per cent fraud 
penalty. One 


This statutory 


would not ordinarily consider 


that this brief subsection of the Code, con 


Penalty Problems 


Penalty Basis .. . 
If Not Penalty, What? . 
Penalty by Any Other Name 


sisting of one sentence of five lines, would 
produce the conflicting interpretations and 
the continuing litigation that have actually 
occurred, But it is probably the very brevity 
of the section without adequate explanation 
ot Congressional intention at the time of its 
adoption that has given rise to the conflict 
ing interpretations placed thereon by tax 
payers and their counsel, on the one hand, 
and the Commissioner, on the other 


It is the position of the Commissioner 
that in assessing what shall be referred to 
here as the “50 per cent penalty” 
Court has specifically 
held such a label to be erroneous in Helver 
ing v. Mitcheil, 38-1 19152, 303 U. S 
391), the penalty shall be computed upon the 


difference 


fraud 
(though the Supreme 


UST¢ 
between the tax shown on the 
original return and the tax ultimately dete 
mined to be due. This may be illustrated 


briefly 


as follows 


Tax due on original return $1,000 

Deficiency assessed upon first ex 
amination or with the filing of 

an amended return 500 
Total tax paid $1,500 


Additional deficiency assessed upon 
re-examination $ 200 
Fraud penalty—50 per cent 


($500 $200) 350 


It has been the position of a number ot 
taxpayers that the penalty should be based 
only on the last deficiency of $200, and that 
the amount of penalty should be $100 
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The first case decided by the 


which the 


Board ot 
Commissioner's 
method of computing the traud penalty was 
challenged was J. S. McDonnell, CCH Dee 
2305, 6 BTA 685. The Board sustained the 
Commissioner's method of computing the 
penalty without 
al basis or explanation 
with reference to this issue 


lax Appe als in 


Q per 


cent fraud 


giving 
any leg Its opinion 


consisted solely 
of the following 


“Based upon all the 
this proceeding, we are of the opinion that 


the respondent did not commit error in the 
imposition of the 50% 


tacts ot record in 


penalty, pursuant to 
Section 250(b) of the 
1918 and 1921.” 


the provisions of 


Acts of 


Re venue 


In Thomas J. McLaughlin, CCH Dee. 8270, 
29 BTA 247, the taxpayer had failed to file 
tax returns for the years 1924 through 1929, 
inclusive. Upon investigation by a revenue 
agent, it was determined that petitioner had 


received taxable net income 


1930, the 


which were 


and, in August, 
pre pare d 
petitioner 


revenue agent 
exec uted by 


mcome tax tol 


returns 
showing 
each year, aggregating ap 
proximately $8,000, to which was added and 
assessed a 25 per 


cent penalty for delin 


In November, 1930, 
indicted for filing false 
and fraudulent income tax returns and pleaded 
guilty with reference to the years 1927, 
1928 and 1929. In July of 1931, the Com 
missioner sent out 


quency in filing returns 


the petitioner was 


notices of deficiency 

asserting 50 per cent fraud penalties for the 
vears 1924 through 1929 

The taxpayel argued that 

im tax had 

filing of the 


since the de 


paid with the 


delinquent returns, 


been 


there was 
no deficiency in tax upon which to base 
the traud penalties The Board held there 
was nothing in Section 293(b) requiring the 
Commussioner to 


“entorce penalties simul 


taneously with the assertion of a tax ha 
alter prevent him 
liability.” The 
cited with approval the 
Walker Dry Goods 
ustc {7 423, 34 fF 


asl & 


penalty 


bility or forever 


trom 


asserting a penalty Board 


opinion in Ely « 
Company v. U. S., 1 
(2d) 429 (CCA-8, 1929) 
normal tax and the [50 per 
were 


cent | 


nstituent whol 


parts of the 
deficiency tax, which under the 


tuted 


Statute consti 
a single liability and not an aggregation 


of separate items of liability.” 


The Board then reasoned that since taxes 
and penalties constitute a “single lability,” 
within his 
through the 
sending of a deficiency notice, to collect the 


unpaid portion of the lability 
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It should he noted 
the McLaughlin case 


that the Board in 
sustained the Commis- 
sioner not upon his definition of what con 
stituted the deficiency in computing the 50 
per cent penalty, but upon the theory that 
the deficiency and 50 per cent addition was 
a single liability, that the taxpayer vol 
untarily paid part of it (the tax), and that 
the balance (the penalty) was then the defi 
which the 


ceed to collect 


ciency Commissioner could pro 


through the issuance of a 
deficiency notice 

In Maitland A 
7 TC 395, we first case in which 
this question of computation of the 50 per 
cent fraud penalty was fully discussed 
While this case involved the 1936 
1940, for discussion 
this article will 1940 onl 
Kor that filed an indi 
vidual income tax 


hability of 


Hilson, ¢ CH Dee 15,287 
have the 


, 


years 
through purposes of 
treat the year 
year, the petitioner 
return disclosing a tax 
$2,000.68, which was paid in 
installments in the year 1941. In November 
1941, petitioner filed an amended return tot 
1940, reporting an additional income tax lia 
bility of $2,540.02, which was assessed and 
paid during December, 1941. In July, 1942, 
the Commissiomer sent a deficiency notice 
disclosing a total tax liability of $7,358.19 
and, after crediting the amounts previously 
paid of $2,000.68 and $2,540.02, determined 
a deficiency of $2,817.49 in income tax and 
a fraud penalty of $2,678.76, computed as 
follows 


Final tax 


lability $7,358.19 
fax shown on original return 2,000.68 


Difference $5,357 51 


50 per cent pe nalty $2,678.76 

Petitioner conceded the 50 per cent fraud 
penalty was applic able to the deficiency, but 
contended that the penalty should be 50 
per cent of the difference between the total 
tax liability of $7,358.19 and the tax shown 
on the amended return of $4,540.70, which 
had been paid 
that the 
which the 50 per 


previously. The taxpayer 


argue d 


term “deficiency” 


upon 
cent addition was to be 
computed was defined in Section 271(a) of 
the Code 


This section reads as follows 


“Sec. 271. [Definition of Deficiency] (a) 
In General As used in this 
respect ot a tax imposed bv this chapter, 


means the amount by which the 
tax imposed by this 


chapter in 


‘deficiency’ 


chapter exceeds the 


excess ot 


“(1) the sum of (A) the 
as the tax by the 


shown 
taxpayer upon his return, 


amount 
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There is confusion and 

ambiguity in the definition of 
““‘deficiency’’ upon which 

the fraud penalty is to be based. 


if a return was made by the 


and 
the 


amounts 


laxpavel 

the tax by 
(B) the 
collec 1 d 


assessment a a deficiency, ove 


an amount was shown 
taxpaver thereon, plus 
previously 


assessed (or without 


the 
in subsection 
lhe 


oO trea 


amount of 


defined 


rebates, as 
(b)(2), made 
taxpayer interpreted 
that the term 


in Section 293(b), is 


this definition 
“deficiency,” 

that part of the 
forth in the 
The Tax Ce 
ommissioner, reasoned that 
paid witl 


‘ 


used 
tax 


remaining unpaid as set notice 


of deficiency 


the . 


surt 


ustaining 
since taxes 


amended returns are assessed as 
deficiencies and Section 293(b) imposes the 
50 pet the total 


statute can 


addition to 
the 
that 


cent tax nN 
the 
per 
difference 


amount of deficiency, 
the 50 


the 


only mean 
must be 
the final tax liability 
on the The 

‘The return referred to undoubtedly 
the original due at the 


vided by 


Che court also pointed out that 
271(a) of the Act of 
acts replaced section 

Act of 1918, and, at 
250(b) had been 


committee 


cent addition 


based on between 


and the amount shown 


return court 


then said 


means 


return times pro 


law 

section 
1932 and 
250(b) of 
the 
the con 


Revenue 
subsequent 

the Revenue time 
Section adopted, 


erence this 


report on section 


read as tollows 


“The House 


or fraudulent 


Bill pre 


return 


false 
with intent to 
addition to other penalties 


d that if a 
is made 


vice 
evade the tax, 1n 
provided by law for false or 
turns, there should be added 
tax 100% of the amount of tax understated 
The Senate amendment reduced the penalty 
to 50% of the tax understated and provides 
that this penalty lieu of the 
penalty 3176 of the 
Revised and the House 


recedes.” 


The 
ot tax 


fraudulent re 
aS part ol the 


should be in 
provided by Section 
Statutes as ar led: 


ender 
(Italics 


supplied. ) 


court believed that the words “amount 


understated” could only refer to the 


tax shown on the ort 


finally 


difference in ginal 
determined to be 
yinted out that the 


which the 


due 
* court further pe 
uction of the 


payer argued \ 


of trait d, 


had 


statute for tax 
would permit a taxpayer guilty 
vho had foun ut that 


his fraud 


pee! aisco 


quickly an 
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amended return and pay the tax betore the 
deficiency notice could be mailed, which ac 
tion would deteat the 


imposition of the 


fraud penalty 


This and the Tax 
Court has been repeated in //irschman, CCH 
Dec. 17,074, 12 TC 1223; Joseph Berger, CCH 
Dec. 17,137, 13 TC 221; and Herbert Eck, 
CCH Dec. 18,146, 16 TC 511. The decision 
of the Tax Court in the Hirschman case was 
appealed to the Second but 
dismissed by that opiuio)8n 
The first reasoned opinion of a circuit court 
on this issue is that contained in Middleton 
v. Commissioner, 52-2 ©9549, 200 | 
(2d) 94 (CA-5), November 22, 
1952 Che court affirmed the decision of the 
Court, the 
imposition of the fraud penalty 


opinion reasoning of 


Circuit, was 


court without 


uUsTre 
dec idle d on 
lax 


sustaining Commissioner's 


The amount 
of the penalty, however, was not the subject 
of the decision by the Tax Court and appar 
ently was not argued there by the petitioner 


The decision of the 


Sixth Circuit is not an 
approval of the 
the 50 penalty 
Rather, it is permissive approval based upon 
uniformity of rulings on 
this and upon consistency in the Tax 
Court’s construction of the statute As the 
court phrased it: “It [the interpretation of 
the Commissioner and the 
entirely 


emphatic Commissioner's 


computation ol per cent 
Commissioner's 


issue 


Tax Court] 1s an 


permissible one and we see no 


reason to overturn it.” 
that a 
pretation 


The circuit court recog 
difference in 
when it said: “The chiet 
difficulty arises from the fact that the defini 
tive 27 1(a) 
of the elements of 
This is 


confusion.” 


The court Was ot the 
that the definition of a 
Section 271 “can be 


nized basis for 


inter 
existed 


Section itself contains, as one 


definition, the term de 


well 


fined calculated to cause 


opinion, however, 


deficiency undet 
said to contemplate an 
antecedent deficiency which ts to be include d, 
in applicable circumstances, in the deficiency 
which the sta The “total 


of the which the 


tute defines.” amount 
pe nalty 


be hie ve d to hye 


deficiency” upon 
computed the court 


> combined deficiencies 


ey spite the 
the takes 
tion at the 
Court As 
Sixth ¢ 


ambis 


these authorities 
the 
and the ‘Tax 
Appeals for the 


noted, there 1s 
uitv in the 


weight of 


write issue with interpreta 


Commissioner 
the Court of 


ircult contusion 


and 


definition of “deficiency’ 
upon which the fraud penalty is to be based 
It is the 


“Tf 


fraud,” 


writer’s opinion that the 
part ot 
then the t 


shall be 


statement 


any anv deficiency 1s due oO 


tal amount o 


ciency to tl 


ubject 


” 





undoubtedly refers to an instance where 


changes in 


income have occurred becaus« 


of differences in statutory interpretation or 


lack of substantiation of deductions, as well 


as to fraudulent 


Omissions Of income ofr 


fraudulent claiming of deductions. In such 


Case the 


50 per cent penalty is to be com 


puted upon the total amount of the deficiency 


even though only a part of the deficiency is 
Thus, if $100,000 of sales were 
fraudulently omitted from taxable 
and $50,000 of deductions were 


the fraud 


due to fraud 


income 
disallowed, 
penalty would be based on the 
additional tax on $150,000 of additional in 
_and not on $100,000 additional income 


\ny prior assessed deficiencies for the 


Cone 
same 
should not, however, be subject to the 
} per cent penalty. This is in 
Section 271(a) of the Code 


VCcal 


accord with 


Section 293(b) only provides for 50 per 


amount of the 
State 


cent of the deficiency and 


does not which is the 
293(b) by the 


Certainly, if Congress in 


“deficiencies,” 


reading being given Section 
(ommissionet 
tended the 


the ¢ 


interpretation being applied by 
ommissioner, it could said: “If 


or part thereof is duc 
to traud with intent to evade 50% 


ot the deficiencies for 


have 
anv of the deficiencies 
tax, ther 
total amount of the 


shall be 


that is not 


one year! assessed 


what Congress said, and 
whether 293(b) 


interpreted 


que stionabl section 


snould be so 


Che literal application o 
and 293(b) to the figures 


se would be the 


“Tax imposed by this 
chapter” 
In excess of the sum of 


(A) amount shown on 


b 


return $2,000.68 

(B) amounts previously 
ASS ssed as a de 
hciency 


2,540.02 4,540.70 


$2,817.49 


“Deficiency” 
50 per addition to 


tax $1,408.75 


cent 


The Tax Court’s consistent refusal to rec 
oOgenize ame nde d returns as under 
subject to question. It is an 
presumption that 
intent is expressed in the wording of stat- 
utes. Section 271(a) just refers to the word 
“return.” It 


“returns” 
the Code is 


acceptable Congressional 


does not state “original re 


turn” or “first return.” Congress has indi 


cated in the wording of other acts that it 
is cognizant of the expression “first return” 


when it 1s 
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Thus, for computing the 
114 of the 


act and in 


depletion unde 
Code prior to the 1942 
with the 
value capital stock tax in accordance with 
Section 215(f) of the National Industrial 
Recovery Act, Congress used the term “first 
return.” It 


Section 


connection declared 


seems a reasonable and logical 


inference that when in one case Congress 
specifically uses the expression “first return” 


and then in another section of law doesn't 
with the word 
the term “return” is not limited to 


the first returt 


quality the 


term “return” 


“nrst. 
Chis interpretation has been 
recognized as correct by the Second and 
Sixth Circuits 


In Gentsch wv. Goodyear Tire & Rubber 
45-2 ustc § 9460, 151 F. (2d) 997 
(CCA-6), the court was called upon to con 
strue the 


Company, 


meaning of the 
the purpose 


“return” for 
of determining whether a tax 
was entitled to a foreign tax credit 
In that case, the 


term 


payel! 


Goodyear Tire & Rubbe: 
Company claimed foreign income tax paid 
as a deduction under Section 23(c) and sub 
sequently claimed it as a foreign tax credit 
in an amended return. Section 23(c) of the 
Act of 1932, dealing with the 


duction of provided 


Revenue 
taxes venerally, 


part, as follows 
“Section 23 


(Cc) Taxes (senerally 


Taxes paid or accrued within the 


taxabk year, except 


(2) Income, war profits, and excess prot 


its taxes imposed by the authority of any 


foreign country or possession of the United 
states; but this deduction shall be 


in the case of a 


allowe d 


does n 


taxpayer! ) 
signity in his return his desire to have 
benefits of Section 131 (re 


credit for taxes of 


any extent the 
lating to foreign coun 


tries and possessions ot the United States ) 


Section 13l(a) dealing with the allowance 
of foreign tax credits provided in part as 
tollows 


“(a) Allowance of Credit If the tax 


payer 


return his desire to 


this section, the tax 


shall be 


signifies in his 
have the benefits of 
imposed by this. title 


with 


cre dite a 


It is to be noted that Sections 23(c)(2) 


and 13l{a) just used the 


term “return,” as 


does Section 271(a). 


The government’s position in the Good 
year Tire & Rubber Company case was that 
the income tax return referred to in Sec 
tions 23(c)(2) and 131(a) meant the origi 
nal return or an amended return filed within 
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allowed for filing an or 
turn. The court, after discussing the 
sions in J. E. Riley Investment ( 
Commisstoner, 40-2 ustc 


the time ginal h 


deci 
ompany % 
61.8. Ct. 95, 
and Mother Lode Coalition Mines Company v 
Helvering, 42-2 ustc § 9799, 317 U. S. 222, 63 


S. Ct. 179, distinguished the conclusions arrived 


{ 9757 


at in those Goodyear Tire 


Rubber Company case by stating 


‘Both [Riley and Mother Lode] 
dealt with § 114(b), (4), of the 1934 Act 


which required the taxpayer to elect in his 
‘first return’ whether 


cases trom the 


CadsOCS 


a depletion allowance 
was to be computed with or without regard 


to percentage 


depletion—an election which 


is applicable not vear but 


The 


does not reter to a 


only to the tax 
to all subsequent taxable years. 
section here 


‘first 


involved 


return’, 


contains no limitation 


upon 


the filing of either an original or an amended 


Second Circuit, in W. K 
Inc. v. Commissioner, 46-2 UsT¢ 
KF. (2d) 158 (CCA-2), also had to decide the 
meaning of the word “re 
that it accepted the 
opinion of the Sixth Circuit in Gentsch 7 
Goodyear Tire & Rubber (¢ 


reversed the opinion of the 


Buckle 
| 9388. 158 


question of the 


turn.” After stating 


ompany, the court 
fax Court that 
Section 131(a) 

ferred to an original return or an amended 
return within a 


word “return” under 


time allowed for filing an 


original return 


Che write Commis 


questions what the 


oner’s position would be if a 


taxpayel 
liability of $2 
was paid, and subsequently 
an amended 


return showing a tax 
which 
return showin, a cor 
tax liability of $1 million. Let us 

that the adjustment made in the 
amended and the 


downward to $1 


return Was a proper one 
assessment was revised 
million, and a refund made. Let us further 
suppose that there had 


mmission of 


fraudulent 
additional in 
ome taxes of $1 million, so that the correct 
tax hability is $2 million. There is no ques 

but that will be 
ax of $1 million, but 
hold that for the purposes ol 
computing the penalty there is no deficiency 
in tax, 


been a 


sale S involv Ing 


there a deficiency in 


would the Commis 


sioner 


now 


since the original 


return showed a 


tax liability of $2 million? 
In fact, the courts already held, in 
Levy v. U. S., 271 F. 942 (CCA-3, 1921), and 

S. v. Smith, 1926 CCH ¥ 7127, 13 F. (2d) 
923, that amended returns may be the basis 
for fraud penalties. In 


Certainly not! 


have 


the Levy case, the 
taxpayer contended that the charge of fraud 


related to an amended return of income and 
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excess profits taxes when no return of that 
character is known to the law. The court 
stated 

“While amended or corrected income tax 
returns may not be prescribed by the stat 
ute they are nevertheless allowed and re 
ceived by the Treasury 


administration of the 


Department in the 
income tax law, and 
returns taxes are assessed by the 
Commissioner otf Internal 


on such 
Revenue.” 


It is the writer’s view that the question 
ot the amount of deficiency upon which the 
50 per cent addition to tax is assessed needs 
further clarification by Congress; and that, 
the basis of the 50 per cent 
penalty should be litigated through the vari 
ous courts of appeals 


lor past years, 


If Not Penalty, What? 


Section 293 of the Code 


tions to Tax in Case of 


is entitled “Addi 
Deficiency,” and 
subparagraph (b), previously set 
page 289, also appeared as Section 
in each of the 
1934, 1932 and 


of the Revenue 


forth on 
293(b) 
Acts of 1938, 1936, 
as Section 275(b) 
1926 and 1924. Simi 
contained in Section 
Acts of 1921 and 1918, 
time Section 3176 of the 
Revised Statutes was applicable 
provisions 
of the Revenue Act of 
gilt taxes 


Revenur 

1928, and 
Acts ot 
lar provisions were 
250(b) of the 


prior to 


Revenue 
which 
‘The same 
520(b) 
with respect to 


also appear as Section 
1932 
All of these sections are derived 


trom Section 3176 of the Revised Statutes 


Section 3176 of the 
plied 


Revised Statutes ap 
to all internal revenue 


required 


taxes for which 


returns wert and provided, in part, 


as follows 


‘In case a false fraudulent 


return of 
list is wilfully 


made, the Commissioner of 


Internal Revenue shall add to the tax 50 


per centum otf its amount 

“The amount so 

be collected at the 
j 


shall 
and in the 


added to any tax 
same time 


Same manner and as a part ol the tax unless 


the tax 


of the 


has been paid before the discovery 


neglect, falsity or 


fraud, in’ which 
the amount so added shall be collected 


in the same manner as the tax.” 


Case 


From the 


tax law s, these 


very beginning of the income 
additions to tax for 
delinquency 
sidered to be penalties. Thus, in Law Opinion 
926 (1 CB 241 (1919)), it held that 
the additions to tax authorized by Section 
3176 of the Statutes were to be 
considered penalties and not taxes, except 
ior the purpose of collection 
ion 1091 (I-1 


negli 


gence, and fraud were con 


Was 


Revised 


In Law Opin 
(B 422 (1922)), it was held 
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cent 


that the 50 per addition to the tax 
imposed by Section 502 of the Revenue Act 
of 1918 was a personal punishment and did 
not survive the 
to be cx 
9162 


death of a taxpayer, SO as 
In cs,-% M 
(1931)), the 


llectible trom his estate 


X-1 CB 263 


Bureau 


( 
held that the 25 per cent addition to tax for 


delinquency in filing a return was a penalty 
or personal punishment and not collectible 
from a taxpayer's estate or from transterees 
of his estate This view 
G. C, M. 15736 (XIV-2 
wherein the Bureau held a 
not liable for the delinquency penalty where 
the decedent failed to file a return 


All of the 
back to a 
of the 


rated in 


transteree Was 


above opinions, in 
ruling of the 


United States in 


turn, date 
Attorney 


1882 


General 
wherein he 
held that the additions to tax were penalties 
within the meaning of Section 5292 of the 
Revised Statutes, and said 


“It [the addition to tax] is in the nature 
of punishment and was intended, by fear of 
its exaction, to induce all persons holding 
taxable property to make out 
and return the 


scribed by law.” 


lists thereof 


same within the 


time pre 


The above opinions had the support of 


the Board of Tax Appeals in National City 
Bank of New York, Executor, CCH Dec. 
6611, 21 BTA 1080 and National City Bank 
of New York, Executor, CCH Dec. 9642, 
35 BTA 975. This latter opinion was af 
firmed by the Second Circuit (38-2 ustTeé 
q 9425, 98 F. (2d) 93). However, in Helve 
Vitchell, above, the Commissioner 
reversed his previous position and specifi 
cally contended 
that Section 


mg 7 


before the Supreme Court 


293(b) operated not as a pun! 
tive, but as a compensatory, measure, and 
that it 


represented a remedial 


enacted by Congress to fix the 


provision 
damage » 


resulting to the government in fraud cases 


Phe Supreme Court 
follows 


“That 


not a bar to a civil 


stated, in part, as 


acquittal on a criminal charge is 
action by the 
natnre, 


facts on vhicl the 


(sovern 


ment, remedial m ut arising out ot 


the same criminal pro- 
ceeding was based has long been settled 

[| Citations.}] Where the f 
the subsequent actior 
ment, the acquittal is a_ bar 
eatertain the 


objective of 
likewise is punish 
because tG 
second proceeding for punish- 
ment would subject the defendant to double 
jeopardy; and double 
bv the Fifth 


dict was an 


jeopardy 1s precluded 
Amendment, whether the ver 


acquittal or a 


conviction 
(Italics supplied.) 
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he Court also pointed out that the 


i 
revenue Statutes contain 


two separate and 
distinct provisions imposing sanctions. Sec 
tion 146(b), headed “Penalties,” 
a criminal sanction, but Section 


is obviously 
293, headed 


] 


‘Additions to the Vax,” 1s clearly a civil 


sanction. 


decision of the 
Bureau 


this 


Following 


Supreme 
Court, the 


withdrew previous law 
memoranda, 
22326 (1940-2 
addition to the tax 
291-294 


penalties, but amounts to be 


opinions and general counsel 


and issued a new G. CC. M 
CB 159), holding the 
authorized by 


Sections were not 


added to the 
tax and collected in the 


could, 


same manner and 


collected 


herefore, be trom the 


estate of a decedent 


lhe first court test of G. C. M 
Estate of Louis Briden, CCH Dec. 16,747, 
11 TC 1095. In that case, the Tax Court, 
following Helvering v. Mitchell, above, held 
the 50 per cent addition to tax provided by 
Section 293(b) collectible from the estate of 
the decedent 


22326 was 


for the fraud of the decedent 


even though the 


deficiency notices 
mailed after the death of the decedent. 


decision 


were 
This 
Kirk v. Commts 
79169, 179 F. (2d) 619 
stated that the basic 
“whether the fraud addition 
is a money penalty . . for if 
intended the 


was athrmed in 
50-1 ust 
Chis 


was 


stoner, 
(CA-1). 


question 


court 


Congress 
addition as a penalty, it is 
from the authorities that the liability 
therefor survive.” Che court 
agreed with the petitioner that Helvering 7 
Vitchell | survival ot 


raised no 
the statutory assessment for fraud, and that 


Supreme 


clear 


does not 


question of 


it was only necessary for the 
to hold the 


not intended as 


ruling on 


Court fraud assessment was 


a criminal penalty, without 
whether it was a civil penalty 
However, the court stated that the Supre me 
Court had and held the 50 
per cent assessment not a penalty at all, and 
concluded in the face of the 


gone further 


language of 


the Supreme Court that “we do not feel at 


liberty to characterize the fraud 


gene 
addition as 


anything but remedial 


The second case to arise involving the 


whether the 50 per 
tion to the tax was a 


question of cent addi 


civil penalty 
Estate of Charles Reimer, CCH Dec 
12 TC 913. In a lucid 
Arundel reviewed the 
issue and noted there 


authority 


was 
16,997 
and scholarly opin 
ion, Judge authorities 
on the was still ample 
to hold that as long as additions 
to tax are considere d pe naltie s, these pe nal 


ties do not The 


question ol! 


survive against the estate 
also noted that the 


“remedial 


Tax Court 
survival of 


sanctions,” imposed 
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Mr. Gelfand questions the ruling 
that the decision of the 
Supreme Court in Helvering v. 
Mitchell requires the finding 
that the 50 per cent addition to 
tax for fraud is collectible 

from the estate of a decedent. 


under Section 


taxpayer’s 


293(b) in the 
death, 


event of the 
neither before not 
considered by the Supreme Court in Hel 
Mitchell. The Tax Court then 
admitted that the basis for its prior decision 
in Estate of Louis Briden 
erroneous stated 


was 
vertig UV 
was 


perhaps 


when it that “an exam 


ination of the authorities convinces us that 


the denomination of the 
given the 


action 
293(b) 
a fraudulent taxpayer as a civil or 
remedial rather than 
not determinative of the 


cause ol 
Government by Section 
against 
sanction a penalty is 
question of its 
‘ ” 
abatement upon the taxpaver’s death,” and 
“that it is necessary 


true 


to inquire into its 
nature to determine the question.’ 


The Tax Court then re-examined the 
opinion in Helvering v. Mitchell, that opin 
ion’s reliance on Stockwell v. U. S., 13 Wall 
531, and the decision in Bowles v. Farmer’s 
National Bank of Lebanon, Kentucky, 147 
F. (2d) 425 In the latter case, the court, 


referring to Hlelvering v. Mitchell, said: 


Mitchell, 303 
fifty per cent 
was remedial because it was 


“Tt was held in Helvering v 
U. S., 391, 401 that a 
additional tax 
provided primarily as a safeguard for pro- 
tection of the revenue and ‘to reimburse 
the Government for the f 

and the 
the taxpaver’s fraud’ 


The Tax 


language oO! 


heavy expense of 
resulting 


” 


loss from 


investigation 


Court then concluded that the 


prior decisions 


other 


“admits of no 
than the 50 per cent 
addition to the tax for fraud is imposed as 


construction 


a remedial measure 
pensate the United 
‘ | 


sulting from the 


to mdemnify and com 
States for the 


wrongful act or 


loss re 


tort 
committed by the taxpayer.’ 


that a 


survives 


then found 


nature 


The court cause of 


action of this against the 


est 


by 


ate under the principles of common law 


distinguishing between injuries affecting 
operty rights and 


The 


affecting the 
court concluded that 


Injuries 


person 


addition to the tax is not in 


a punishment imposed for 


Penalty Problems 


the commission of an offense against the 
United States, but relates to the right of 
the sovereign government to receive from 
each individual taxpayer the full measure 
of the tax owed, and is designed solely to 
indemnify the Government for the monetary 
loss and damage sustained by reason of tts 
heing deprived of its revenue and the expense 
incurred incident to its collection.” (Italics 
supplied.) 

This Tax Court was af 
firmed, per curiam, by the Second Circuit 
(50-1 ustc J 9189, 180 F. (2d) 159) 

The questions the ruling that the 
decision of the Supreme Court in Helvering 
v. Mitchell requires the finding that the 50 
per cent addition to tax for fraud is col- 
lectible from the estate of a decedent. As 
was noted by the First Circuit in Kirk v 
Commissioner, above, and by the Tax Court 
in Estate of Charles Reimer, above, the ques- 
tion of survival of the 50 per cent addition 
to tax imposed undet 293(b), in 
event of the taxpayer’s death, was neither 
before nor considered by the Supreme 
Court. What the Supreme Court did find 
was that the 50 per 
imposed 


decision of the 


writer 


Section 


addition to tax 
293(b) was not 
criminal penalty; 
find it 
writer’s contention 


cent 
section 
criminal punishment nor 
but the Court did not 
civil penalty. It is the 


1 
under 


was not a 


that, on the contrary, the language of the 
Supreme Court is such as to infer the 50 
per cent addition to tax is a civil penalty. 
Thus, the Supreme Court said: 
“To ensure full and honest disclosure, to 
fraudulent attempts to 
the tax, Congress imposes sanctions. 


discourage evade 
Such 
sanctions may confessedly be either criminal 
or civil. As stated in Oceanic Steam Naviga 
tion Co. v. Stranahan, 214 U. S. 320...: ‘In 
with this settled judicial construc- 
tion the legislation of 
beginning, not 


ACCE ord 


Congress from the 
only as to tariff, but as to 
internal revenue, taxation, and other sub- 
jects, has proceeded on the conception that 
it was within the competency of Congress, 
when legislating as 
within its 


to matters exclusively 
control, to impose appropriate 
obligations and their enforcement 
by reasonable money penalties, giving to ex 
ecutive officers the power to enforce such 
penalties without the necessity of invoking the 
judicial power ( 


sanction 


“Congress 


and a 


may both a criminal 


respect to the 
omission; for the 


IN POse 


civil sanction in same 


act o1 double jeopardy 
clause prohibits merely punishing twice, or 
attempting a second time to punish criminally, 


for the (Italics supplied.) 
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One of the points upon which the Su 


preme Court based its decision that the 50 
per cent addition to the tax, 
Section 293(b), 


was the 


imposed under 
was not a criminal penalty 
lact that the 
could not be 


criminal penalty 


based upon 


| facts determined 


by an administrative instead of a 


ould the collection of 


agency 
jury; nor « 
penalty be 


a criminal 


made by distraint as as by 


a proceeding in court he Cou 


t 


say the ability to collect the cent 


addition to tax by distraint nor base sucl 


hability by 


facts determined by an ad 


ministrative agency is not a penalty In 
fact, its quotation trom Océ 
ompany ri 


the contrary, namely 


anic Steam Navt 


gation (¢ Stranahan, above, is to 


to MN pose 


appropriate obligations 


and 


sanction their enforcement by 


reason 
able money penalties, uch executive 
officers the power to such penalties 
without the necessity of invoking the judicial 


power.’ 


giving to 


enforce 


(Italics supplied.) 


Here we have the Supreme Court stating 


that in matters of has 


taxation, (ongress 
their 
wh h 


without 


the right to sanction 
penalties 
executively invoking the judicial 
The Court also pointed 
out that the revenue acts contain two sep 


enforcement by 


money 


' 
could be enforced 


power Supreme 
arate and distinct provisions imposing sane 
tions, namely: “the sanction of fine and 
imprisonment for wilfull [stc] at 
manner to evade or deteat 
introduced into the Act 
‘Penalties’” and “the 
addition ‘if any 
part of any deficiency is due to fraud with 
intent to evade tax’ 
the act under the 


” 


tempts ‘in any 

P 
any [income] tax’, 
under the 


Sanction ol 


heading 
50 per centum 

introduced into 
heading ‘Additions to 
the tax’. 


It should be 


tion” 


ne ited 
is applied by 


that the term “sanc- 
the Supreme Court to 
both the criminal and civil actions, and the 
Court does not distinguish in the use of the 


word 


“sanction” between 


“criminal sanc- 
sanction.” In fact, the 
their and 


states “to 


tion” and “civil 


Court combines 


meaning intent 


when it and honest 
fraudulent at 


Congress 


ensure full 
disclosure, to discourage 
evade tax 
Such 


civil.” 


tempts to imposes 


sanctions either 


may he 
Admittedly, the 


means penalty 


sanctions 
criminal or word 
with 
“sanc 
with 


with 


“sanction” when used 


Why ascribe to 


meaning 


the word “criminal.” 


tion” any other when used 


the word simultaneously 


“civil,” 
“criminal.” The 


the Court is 


as used by 
Webster's Una 


“punitive 


term “sanction” 
defined in 


bridged Dictionary as 
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annexed to violation of a law as means of 


enforcement.” The term “punitive” has but 


one meaning, namely, “punishment.” 


The 


Circuits have 


Tax Court and the First and Second 
stressed the remedial character 
additions to and 
sanctions indemnity for 


xpense incurred incident to tax collection 


OL sanctions imposing tax, 


have considered such 
the « 
Such opinions are apparently based on the 
language of the Supreme Court in Stockwell 
uv. ) held the 


a liability double the 


above, wherein the Court 
1823 


value of goods 


imposing 
illegally imported, was not 


arbitrary and was to be considered as_ re 


medial and providing indemnity for loss 


The Supreme ¢ that case, was not 
“double 
a civil penalty. The Court 
“double the value may not be 
more than complete indemnity Phe 
Act of 1823 was, as we 


in its nature, 1tsS purpose 


ourt, in 
called upon to determine whether the 
included 
simply held 


value” 


have seen, reme dial 
was to secure full 


compensation for with the 


rights of the United 


interterence 
States.” 


Since the 50 per cent addition to the tax 
upon the amount of the de 
ficiency and not upon the amount of work, 
effort or incurred by the 
ment to collect the tax, it is not reasonable 
to contend that the 50 per cent addition to 


the tax is solely to indemnify the 


Is compute d 


expense govern- 


govern 
ment from monetary loss. For instance, a 
taxpaver who has fraudulently understated 
his tax by $1 million, could file an amended 
return showing the additional tax of $1 
examination or 
return had begun 
Certainly, the government has not incurred 
expense ot $500,000 because the 


shown in an 


million before any 


investi 


gation of the original 


additional 
amended return in- 
return. The 


place of the 
been 


tax was 
stead of in an original 
that 


would 


exXam 
amended 
required of the 
even if the correct income 
nad been reported in the original return 


ination takes 


return have 


original return 


The Bureau has also held the addition to 
the tax provided by Section 291 of the Code 
for late filing or for failure to file a return 
is not a penalty but is remedial in nature, 
providing compensation or indemnity for 
loss (G. C. M. 22326, 1940-2 CB 159). But 
what damage or government 
a return showing a $1 million 
six months late, for which it is 
The late 
interest at 6 


loss has the 
sustained 11 
tax 1s filed 
not otherwise being compensated ” 
payment of the tax 
per cent per examination of 
the return delayed, 
as a practical matter, returns are 

rare 


carries 
The 


been 


annum 


has not because, 


except in 


instances—never examined within six 
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The belief that the ‘‘addition to 
the tax"’ provided by 

Code Section 293 (b) is a penalty 
is also supported 

by the legislative history of 

such provision. 


Actu- 
government has not sustained any 
$250,000 worth—that 
addition to tax 1s supposed 
tact, 


months after due date of the 


ally, the 


return 


damages let alone 


he 25 per cent 


to remedy. In if the taxpayer had 


asked for and received a six-month exten 
sion of time for filing the tax return, the 
cent addition to tax would not have 
applied. It 
per cent addition to the tax for late 
fling of returns is 


ee 
been called, a 


We have 


the 50 per cent addition to tax 


25 per 
been 
aS 


seems quite obvious the 
what it has always 
“delinquency penalty 


had the Tax Court stating that 
“is designed 
to ndemnify the Government for the 


monetary loss and damage sustained by rea 


son of its being deprived of its revenue and 
the expense incident to ats colle 
tion.” (Italics supplied.) (Estate of Charles 


2 
Reimer, 


mcurred 


above.) could 


show that the 


Suppose a taxpayer 
government did not sustain 
loss because of a fraudulent 


or delinquent return, or that the 


any monetary 
monetary 
loss and damage was only a minute frac 
tion ot the 
Would the 
the 50 per cent and/or 25 per cent addition 
And if the 
cent addition to tax is greatly in excess of 


sustained by 


applicable addition to tax 


government forego any part ol 


to tax? ( Ibviously not ! 50 per 


the monetary loss and damage 


the government in the collection of the tax, 


what does such excess represent, 1 not a 


pe nalty? 


answer lies in the 


The writer believes the 


Supreme Court’s own words in Oceant 


Company v. Stranahan, 
which it with 


Vitchell, above 


Steam Navigation 


above, quoted approval in 
Helvering v 

ee the legislation of Congress ... as 
to internal revenue, taxation, and other sub 
jects, has proceeded on the conception that 
it was within the competency of Congress 
to impose appropriate obligations, and 
their enforcement by 
money penalties, giving to executive officers 


the power to enforce such penalties without 


sanction reasonable 


the necessity of invoking the judicial power.” 


(Italics supplied.) 


Mitchell, the 
both 


Furthermore, in Helvering v 


found that 1 


Supreme Court civil and 


Penalty Problems 


criminal sanctions were imposed by the 
willful intent to evade 
United States, and that such 
either criminal or 
imposed “to ensure full 


closure, to discourage 


revenue acts for 
taxes due the 
sanctions, civil, were 
and honest dis- 
fraudulent attempts 
ly, sanctions imposed 


failure 


to evade tax.” Certain 
to do what is 
and to prevent what is 


unlawful contain the very essence of penalties. 


as a punishment for 


legally necessary 


his belief that the 
provided by 


“addition to the tax,” 
Section 293(b) of the Code, is 
is also supported by the legisla 
history of such provision. As 
first time an 
appeared in the 
utes is im the 
Section 250(b) 
tuted for 


a penalty 
tive stated 
“addition to 
income tax stat 
Revenue Act of 1918, as 
[his was substi- 
Section 3176 ot the Revised 
Statutes of the United States. The Revised 
Statutes contained the following sections: 


“TSection 3176] and in case of any 
return of a false and fraudulent list or valu- 
ation, he Internal Rev- 
enue] shall add 100 per centum to such tax 
and in refusal or 
return 


previously, the 
the tax” 


section 


{Commissioner of 
case of neglect ... to 
he shall add fifty 

The amount 


make a list or 
per centum to such tax. . , 
shall be 


time and in the same manner as 


so added to the tax collected at 
the same 


the tax 


“[Section 3178] All persons required to 


make returns or lists of 


objects charged 
shall declare therein whe 
and 


with internal tax 
ther the 
stated 


In case Ol 


several rates amounts are 


and 
refusal so to declare 
to the satisfaction of the Collector . such 
shall make returns or such 
and 
the Commissioner shall assess the tax there 
on, and add thereto the amount of penalties 
imposed by law 
refusal.” 


according to their values 


neglect o1 


othcer lists for 


persons so neglecting or refusing 


in cases of such neglect or 
(Italics supplied.) 


Section 3179 provided for penalties of fine 
and imprisonment 


The penalties referred to in Section 3178 
are the “additions to the 
Section 3176 


tax” called for in 


Section 250(b) of the Revenue Act of 
1918, which succeeded Section 3176 of the 
Revised Statutes and was the predecessor 
to the current Section 293(b) of the Code, 
provided 


“If the amount already paid is less than 


that which should have been paid, the dif- 
ference shall, to the extent not covered by 


any credits then due to the taxpayer under 
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Section 252, be paid upon notice and de- 
the Collector. In such case if the 
return is made in good faith and the under- 
statement of the amount in the return 1s 
fault of the taxpayer, there 
shall be no penalty because of such under- 
statement 


mand by 


not due to any 


“If the understatement 1s false or fraudu 
lent with 


heu of the 


intent to evade the tax, then, in 
penalty provided by Section 3176 
of the Revised Statutes, as amended for false 
returns wilfully le, but in 
other penalties 

and fraudulent returns, there 
as part of the tax 50 pet 


mac addition to 
false 
shall be added 


centum of the 
(Italics supplied.) 


provided by law for 


the deficiency.” 


So, here, the first time the 
tax was introduced specifically 


amount of 


addition to 
into the in 
referred to the 


a pe nalty 


come tax statutes, the law 


addition to the tax as This is 
that if the def 
to traud with intent to 
evade tax, 50 per cent of the amount of the 
added to the 
was not willtul 
taxpayer “there shall be 
(Italics supplied.) Furthes 
act provided that Section 250 (b) 
penalty 


seen trom the 


provisions 
ciency in tax 1s due 


understatement in tax shall be 
tax; but if the 
on the part ot the 
no penalty.” 
more, the 


cle hHciency 


was in lieu of the provided by Sec 
Revised Statutes 
other penalties provided by 


Section 250 (b) 


tion 3176 of the and 


was 
in addition to 
law. Obviously, i Was not 
providing for would be no 
“other penal 


(Italics supplied ) 
Report No 
Third Ses 
Revenue Act of 
Title XIII 


Provisions’ 


a pe nalty, there 


basis for using the expression 

ties provided by law 
Senate 

617, of the 


sion, im 1 


Finance Committes 

Sixty-fifth Congress, 
porting on the 
1918, stated, On pare 1X. 


“General 


“The 
for penalties appearing im thi 
found to involve 
penalties tor the 
was redrawn 


unde: 


\dmiunistrative 


provision making general provision 
bill was 
duplication of 
offense The Section 


cl ar the 


House 
possible 
same 


to make precise ol 


fense to which it appli s and to avoid con 
flict with or duplication of other provisions 


Changes have 


also been made else where in 


the bill to prevent a duplication of penalties 
under specific and general provisions of the 
and the 


Statute, 


amounts of some of the 


penaltie 
(Italics supplied.) 


assessable have been changed.” 


There can be no question that the Senat 


considered the to be 


“additions to the tax 
penalties 


The House of Representatives conference 
managers, in reporting to the full House on 
the acceptance ot Senate Amendments Nos, 
193 and 194, stated on page 61 
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“The House bill provided that if a false 
or traudulent return is made with intent to 
evade tax, in addition to other penalties pro- 
vided by law for and traudulent re- 
turns, there should be added as part of the 
tax 100% of the amount of the tax under- 
The Senate Amendment reduces the 
penalty to 50% of the tax understated and 
provides that this penalty should be in lieu 
of the penalty provided by 3176 of 
Statutes as amended; the House 
(Italics supplied.) 


false 


stated 


section 
the Revised 


recedes 


House 


“additions to the 


There can be no question that the 
likewise considered the 


tax” to be penalti S: 


There is little wonder, then, that the orig 
inal law opinions and general counsel memo 
randa held the “additions to the tax” to be 
penalties. Congress, by re-enacting Section 
250 (b) in the 1921 and 
similar provisions in Section 275 (b) of the 
Revenue Acts of 1921 and 1926, and Section 
293 (b) of the Revenue Acts of 1928, 1932, 
1934, 1936 and 1938, without furthe 
ments, gave its approval to the prior rulings 
that the “additions to the 


Revenue Act of 


com- 


tax” were penalties 


lo the writer, the decisions of the Su 
Helvering v. Mitchell and 
Steam Navigation Company, 
legislative 


with 


rreme Court in 


| 
(J/ceant 


and the 


history of the dealing 


section 
“additions to the tax,” lead to no con 
clusion other than that the additions to the 


tax are civil penalties, 


punitive in nature, 
adopted aS a means ol law entorcement, and 
death of 


“additions to the tax” are not 


do not survive the 
hold that the 
civil penalties only presents new contradic 
and problems shall 


a taxpaver. To 


tions 


which now be 


discussed 


Penalty by Any Other Name 


Ihe writer has set 
that the “additions to the tax” provided by 
Sections 291 and 293 of the Code are penal 
ties and do not 


forth the view above 


survive the death of a tax 
collected from the 
writer that 


otherwise, and 


payer to be estate. 
Howe ver, the 


of the 


recognizes 
held 


wishes to discuss some of the 


some 


courts have 


legal contra 


dictions and problems arising from such 


a ruling 


If the additions to the tax are not penal 
Section 3176 of the 
which served as a basis 


Acts 


tax was to 


they? 


Statutes 


ties, what are 
Revised 
for later adoption into the Revenue 
provided that the addition to the 
be collected “at the and in the 


” The 


same time 
same manner—and as part of the taa 
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The first time the addition to tax 
was introduced specifically into the 
income tax statutes, the law referred 
to the addition as a penalty. 


phrase “at the same time” refers to the time 


oft collection; the “in the same man- 


or method of col- 


phrase 
ner’ refers to the “how” 
lection; and the phrase “as part of the tax,’ 
it could be argued, must reter to the 
of the 


nature 
collection—as an additional tax 
Section 250 (b) of the Revenue Act of 
1918 stated that “there shall be added as 
part of the tax 50 per centum of amount of 
that it 
iat Congress carefully 


the deficiency.” On 


1¢ 
1 
} 
i 


could argue 
should be assumed t 


selected the intended to use and 


“added as part of the tax” 
means just that and not the equivalent of 
adding 


words it 


that the phrase 


something else to the tax. 


However, such an interpretation runs into 
an immediate problem, namely, that the ag- 
gregate of income tax rates (including addi 
tions to the tax) could exceed 100 per cent 
of the income and would no longer be what 
the name implies—a tax on income—but a 


confiscatory tax on capital. 


Another interpretation that has been placed 
on the “additions to the tax sections is that 


said sections are remedial in nature and 
represent indemnity” to the government for 
“monetary sustained by 


reason of its being deprived of its revenue 


loss and damage 


and the expense incurred incident to its col 


lection.” (Estate of Charles Reimer, above.) 


such is the nature of the 


“additions to the tax,” 


However, if 
such amounts should 
be allowed as a deduction form income un 
der Section 23 (a), (e) or (f) of the Code 
At first blush, this seem a 
premise. But analysis of 


may startling 


rulings and deci 


sions dealing with remedial 


supports such a conclusion. Thus, 
3627 (1943 CB 111), the Bureau held 


civil damages, 
in nature, 


in I. T 


“Consume! 


of the 


under Section 205 (e) 
Price Control] Act are 
red remedial in nature and sums paid 
in pursuant to a 


actions 
[Emergency 

conside 
favor of a 
than the United 


constitutes damages which are de 


judgment in 
consumer or (other 
States) 


ductible 


tenant 


as ordinary and necessary business 


expenses under Section 23 (a) (1) (A) of 


the Internal Revenue Code 


Section 205 (e) of the 


Unde I 
Py 1c¢ 


an action for treble the 


Emergenc if 
Control Act, the consumer could bring 
amount of the 


charge or $50. whichever 


over 


was greater. 
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While it is true that the same income tax 
unit ruling held that payments to the United 
States or to the Office of Price Administra- 
tion were not deductible, the reason given 
was that such payments represented penalties. 


In I. T. 3762 (1945 CB 95) the Bureau held: 


“Payments by an employer of (1) liqui- 
dated damages and (2) reasonable attorneys’ 
allowed by the courts, pursuant to 
Section 16 (b) of the Fair Labor Standards 
Act of 1938 (52 Stat. 1060, 1069) are deduc- 
tible as and 
for Federal income tax purposes.” 


16 (b) of the Fair Labor Stand 
ards Act of 1938 provided that an employer 
who violated the minimum wage or maxti- 
mum hour should be liable for 
double the amount of the unpaid minimum 


trees 


ordinary necessary expenses 


section 


provisions 


wages and unpaid overtime compensation, 
might be 
amount ol 


as the cas¢ In addition, a reason- 
able plaintiff's 
was to be paid by employer 


In I. T. 3762, the Bureau thus recognized 
the deductibility not only of the 


tional amount of the 


attorneys’ fees 


restitu- 
damages, but also the 
additional amount for delay in payment, as 
well as costs incurred by the employee in 
collecting the unpaid wages 

In I. T. 3894 (1948-1 CB 28), the Bu- 
reau held: 

“Amounts paid as liquidated damages by 
an employer to the United States under the 
Walsh-Healey Public Contracts Act (49 
Stat. 1036) are deductible for Federal In- 
come tax purposes to the that such 
minimum 


extent 


amounts represent damages for 


wage and overtime violations.” 


This income tax unit ruling also held that 
amounts paid to the United States for vio- 
lation of the child labor provisions of the 
same act were not deductible, since the 
amounts so paid “are penalties for an of- 
fense against the public justice of the State.” 
The ruling cited decisions to the 
effect that fines and penalties were not al- 
lowable 


various 


deductions 


However, if we accept the government's 
“additions to the tax” are not 
3762 
3894, 


remedial damages, 


premise that 
penalties but remedial damages, I. T. 
parts of I. T. 3627 and I. T 
deductions for 
should be applicable 


and those 


all wine 


In Jerry Rossman Corporation v. Commis 


stoner, 49-2 § 9333, 175 F. (2d) 711 
(CA-2), the dealt with the question 
of a payment made to the Office of Price 
Administration in settlement of a cause of 
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UST( 


court 





action for price-ceiling 


held that 


dial restitution and 


violations Lhe court 
such payment represented reme 
was deductible under 
Section 23 (a) (1) (A) of the Code The 
tact that the payment was to an agency ot 
the United States 


sumer did not 


and not to a civilian con 
atfect the deductibility o! 


the item 


Phe court did point out that the taxpayer 


was an innocent violator of the 


kmergency 
Price Control Act, which is hardly the case 
in a involving Section 293 (b) of 
However, the 
only 


iether a penalty 


violation 


the Code innocence of the 


violator was 


mnportant to the deter 


mination of W 


may ever; 


deductible; guilt of 


innocence 1s 
important incident to the deduction 


damages or costs of action remedial in 


In G. ¢ M. 24377 (1944 (¢ 
Bureau held that legal expense incurred by 
brought 
violation of the Sherman Act, 
in which suit the 


a corporation in defense of a suit 


against it for 
found 
guilty, was an allowable deduction In 
G. C. M. 24810 (1946-1 CB 55), the 
held that attorneys’ fees paid by 


corporation was 
Bureau 
a taxpayel 
in connection with. the 
brought by the 


lation of 


detense of a suit 
Administrator tor vio 
the regulations 
deductible 
necessary busine ss expenses 


It should he 
the taxpayer 


Price 
establishing ceil 
ing prices 


were 


as ordinary and 


note d that in Cy. ( M 
was found guilty of 
violation of a statute, yet the 


of the ation. «sin 
were allowed 


24377, 
criminal 
kk gal expenses 
corpor defending the suit 
as a deduction, since the charged 


in the 


Votor Company v. Commissioner, 

14,623, 5 TC 314, (Acq., 1945 
taxpayer filed an offer in com 
tax deficiencies, penalties 
from filing false and 
fraudulent tax returns and from evasion of 
tax, and for any 
thereto. The 
incurred in 


violation arose course of business 


In Green 
CCH De 
Ce 3), & 
promise Of income 
and 


interest arising 


liability incident 
held the legal fees 
with 


criminal 
lax Court 


connection such offer in 


compromise were an allowable deduction 


Che general counsel memoranda and the 


lax Court decision were based on the Su 


Court ruling in Comoiusstoner 
44-1 usTé 


In that case a 


preme 


q{ 9109, 320 U. S. 467. 


Hleiminger, 


taxpayer incurred legal ex 
fraud order of the 
government denying use of the mails in the 
conduct of the taxpayer’s mail order 
Although the 


criminal 
Supreme 


penses in resisting a 


DUSI 
ness violation 
statute 
held the 


and 
deduction : 


Was proven 
was involved, the 


legal 


necessary 


and a 


Court expense t 


be an ordinary business ex 


pense 


300 


The Court said 
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lf a taxpayer may deduct legal 
expenses and costs of a criminal 
suit arising in connection with 

the operation of a business—even 
though he be guilty—he certainly 
should be allowed 

to deduct costs arising in 
connection with a civil action. 


doubt that thie legal 
expenses of respondent [taxpayer] were di 


rectly connected with 


‘carrying on’ his busi 


| Citations.] Our 


ness 


inquiry therefore 
is limited to the narrow issue of whether these 


expenses were ‘ordinary and necessary’ within 


the meaning of Section 23 (a) 


‘It has never been thought, however, that 


the mere fact that an expenditure bears a 
remote relation to an 
deductible. The language of Section 23 (a) 
contains no express reference to the 
or unlawful business ex 


deductible 


government in the 


tllegal act makes it non 


lawtul 
character ot the 
declared to be 
brief of the 


penses which ar¢ 
And the 


instant case disclaims any 
purpose ot tax 


busine ss by 


expre ssly 
tention that the 
penalize 


instead of net mcome 


“Tt the 


to be 


con 
laws is to 


illegal taxing gross 


respondent’s litigation expenses are 


denied deduction, it because 


must be 
allowance of the 
the sharpl 


§§ 259 


deduction would frustrate 
defined policies of 39 U. S. ¢ 
and 732, which 
General to issu 


(Italics supplied.) 
While the //etninger case 


duction of 


authorize the 


) ” 
Postmastet 


fraud orders 


involved the le 
the legal costs from law 
violations, the Second Circuit has 


preted the reascning of the 


arising 
inter 
Supreme Court 
to be equally applicable to the deduction of 
damages arising Thus, 


wporation 7 Commi 


trom law violations 
in Jerry Rossman ( 


toner, the court said 


we can see no relevant distinction 
between them 
legal expenses 
effort to 
to hold otherwis« 


obduracy of 


[fines and forfeitures] and 


incurred in an 
thei 


unsuccessful 
Inde € d, 


to subsidize the 


prevent collection 
would be 
those offenders who were un 
without a 
added impenitence to their of 

whether the claimed deduction 
e of legal expenses or of fines or forfeitures, 
depends upon the 
sanctions in the scheme of 


the underlying act.” 


willing to pay who 


contest and 
therefore 


Tense 


its allowance place of 


entorcement ot 
(Italics supplie d.) 
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deduct legal 
a criminal 
with the 
though he be 
should be allowed to 
n connection with 


part ot the « 


lia 


and costs of 


taxpayer may expenses 


Suit arising in con 


lection 


operation of a business— 


even 


guilty—he certainly 


deduct 
a civil action 


civil 


arising 
The fact 
action in- 


costs 


that 


osts of a 


ludes remedial damages to and reimburse 


ment of expenses of the opposing party does 
not affect the deductibility of the 


(J | The 


1 fully does not 


ad acted wrong 


costs 


3762, above fact that taxpayer 


destroy the 
leductibility of the expenses. (Commisst 
in the 


a party 


her 
Hleiming 


In tact, inherent 


mcept o l the fact that 


lly The dicta of the 


in Commi Hleiminge 


tone? 


expenses are to he 


cle nied 
would 
larply defined policies ot SEC 


and 732 of the I 


litigation 


only if such deduction 


t¢ clue tion 
Irustrate he sl 


ons 


259 nited States Code 


Volume 39), which authorize the 
4 mail fraud 


Section 293 (b) costs since the 


issuance 
applicable ti 


latter 


orders 1s 


not 
section 


rquendo, a Ci il and not i criminal one 


© penalties being involved 


trie illowanc« toa 


| 


deduc 
damages in a 
293 (bh) of the Code 


d pol 1S 


remedial 
section 


define 


violates the sharply 
ving 
Price 


instance, It 


section than in i Case nve 
205 (e) of the Emergency 
\ct latter 

is been held that the deduction ot 


rie dial 


Section 
(ontrol yet, in the 
such 
damages does not violate the poli 
Ros 


wpPoration 
ioner, above.) In the 
Pa 


remedial damages as aK 


of the act. (Jerry man ( 


Comm each case, 


1 


illowance of the 


uctions will equally serve to mitigate the 


ffects of the 


damages involved 


\nother problem arising from the concept 
“additions to the tax” 


ns 291 


provide d by Sec 


293 as being damages and 


and 
it penalties is the treatment of such “addi 


The 


ernment has consistently followed the practice 


tions” to transferees in general gOV 


harging fraud, negligence and delin 


quency additions to tax to transterees, even 


though such additions to 


after the 


tax are 


assessed 


transferee 1s in possession ot the 


’ 
transteror s assets 


well settled judicially that the ha 


bilitv of transfe rees ot 


It is 
a liquidated corpora 
the 
received from the liquidated corporation, but 
ilso by the amount of the corporate liabili 


on is limited not only by amount 


time the trans 
I he 


technical sens 


ties that have accrued at the 
the 

accrue d”’ 
al d di 


fer of assets takes place 


term 


in the 


1 
necessarily mean 


1S used here 


es not i determined 


Penalty Problems 


The Treasury Department insists 

that the additions to the tax 

accrue as of the end of the 
applicable income year for purposes 
of collection from transferees, but 
holds that the additions to the tax 
do not accrue until they are 
assessed for purposes of interest 


calculation and availability of 


surplus for dividends. 


liability at the hus the 
a corporation that liquidated 
nm December Si. 1952. liable for 
corporation 
dete 
additional assess 
Thus, in Scott 
stc J 9243, 117 FF. (2d) 


stated 


date of liquidation 
transterees ot 
would | 
that 
hability is 


the income hability of 
though 


mined in the 


tax 
even part of that 
torm of an 
ment at 


v. ( 


some subsequent date 


stoner, 41-1 1 
Kighth 


PPILVALLS 


Circuit 


he ld that 


nevertheless a 


36, the 


“We have i subsequently levied 
hability of 
which the stockholders 
notice. U7. S. v. Armstrong, 
) 227: Updike v. U. S., 8 F. (2d) 
the insol 


taxes, though unknown 


potential 
rporation of 
arged with 
(2d 
913. In 
vency, a liability for 
at the 


stoner & 


In P 


determiming question of 


considered. ¢ 
(2d) 499.” 


time, must lhe 


Keller, 59 KF, 


VLPNLLS 


ynpany, Ini 
393, the Tax Court 
transferee’s 


owers Photo Engraving (¢ 
CCH Dec. 16,526. lv FG 
stated that a 
be voided 
tax had 
of the 
that 


to the 


liability “cannot 


merely because the deficienc ym 
the 
distribution of assets; it is 


: sulticient 
liability had accrued at or 
(Italics supplied.) 


not yet been asserted at time 


such prior 


Litri¢ 


Now, if the 


vide d by 


“additions. to the 


Sections 29] 


tax” pro 
and 293 of the Code 
are remedial damages “to the Government 
for monetary loss and damage sustained by 
reason of its being deprived of its revenue 
and the 


collection,” it 


incident to its 
that 
the 


since 


expenses incurred 


can hardly be contended 


such “additions to the tax” accrue at 
Instead, 
such costs of investigation and collection are 
incurred by the 


they 


same time as the tax liability 


government over a period 


of vears, only accrue as the costs 


are ii urred 


Assume that a corporation liquidated on 
December 31, 1948, and a false and fraudu 
lent return was filed by the that 
corporation March 15, 1949. In September, 


t] 1 addi- 


e corporation 18 assessed with 
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tional income $100,000 and an 
of $50,000, in accord 
293 (b). Accepting the 


“addition to the tax’”’ is 


taxes of! 
“addition to the tax” 
with Section 
sis that the 
to reimburse the government for the 
or its 


ance 
hypothe 
costs 
investigation and collection of the 
additional $100,000, how can that amount have 
December 31, 1949, 


from the 


accrued as a liability at 


so as to be collectibl 


transferees? 

lhe ‘Treasury Department itself has main 
tained an 
to the 


inconsistent position with regard 
additions to the tax. It 


additions to the tax accrue 


accrual of 
insists that the 
yea! 


for purposes of collection from transferees, 


as of the end of the applicable incom«e 


but holds that the additions to the tax do 


not accrue until they are 


ASSESSE d lor pur 


TAXES AND TRANSITION 


lL his 


than $6 


total tax reduction ? 

billion [$5 billion from 
January 1 tax cuts plus estimated $1Y% 
billion relief through the 
bill] can be 


substantially within the 


more 


tax revision 
believe 
limits of the 
President’s proposed budget, and with 


accomplished, we 


out increasing deficit financing except 
to approximately the addi 
tionally Govern 


amounts 
collected for the 


ment’s trust funds 


“We have 


we are 


and again that 
determined to continue to 
make tax ilrom time to 
time and to return tax money to the 
people, for 


said time 
reductions 
them to spend tor them 
than have the Govern- 


ment spend it for them, just as rapidly 
is) further 


selves rather 


reductions are justified 
We believe in carrying out this vital 
that will bring perma 
nent benefit to all our people and our 
country. But we will 
blanket 
that will throw ws back 
tial deficit 


task in a way 


vigorously op 
pose increases in exemptions 
into substan 
which cannot be 
justified at the present time and which 


we have hard to 


financing 


been working so 


overcome 


“When considering just what blanket 
increases in exemptions would do, we 
note exactly what the 

would be The key 


eacl 


must revenue 


losses 


Tact 1S 


that tor $100 increase in exemp 


tions above the 


present $600 per per 
son there 1s a 


loss in revenue to the 


billion a veal 
to $809 


Government of $2Y 


So that an increase this year 


in personal 


Ssuggeste d, would 


be en 


addi 


exemption, as has 
result in an 


April, 1954 ® 


poses of interest calculation and availability 
of surplus for dividends 


The writer wishes to make clear that he 
is not in favor of a policy that permits the 
deducting of additions to the tax imposed 
in accordance with Sections 291 and 293 of 
the Code as ordinary and necessary busi 
ness expense, but he does wish to point out 
from the 

positions taken from time to 
Treasury Department and the 
courts in dealing with this matter. 


the various problems that arise 
contradictory 


time by the 
Recogni- 
tion of the fact that a penalty is a punish 
ment—no matter by what name it is called— 
and adhering to such an interpretation, re 
gardless of the 
nate the 


result, would serve to elimi 


[The End] 


contusion 


tional deficit of $5 billion in complet: 
reversal of all that we have done to 
ward sound financial management o 
the Government’s affairs 
“TI do not believe that the 
public 


\merican 
Government to re 
shirk its 


wants its 
itself, to 
sponsibilities and to pass on to future 


verse current re 


yenerations, our children and our 
grandchildren, the costs that we our 


selves should currently bear 


“When the Ways and Means Com- 
mittee’s proposed bill is presented in 
detail millions of taxpayers will find 
in it, correction of many of the tax 
hardships and abuses from which they 


have suffered in the 


past The release 
ot this huge amount of money tor the 
people to this 
whole program is 

stimulating to the economy and will 
be within the limits of sound financial 
management which is essential to fur 


ther progress for the Nation’s welfare 


have when the 


ade pted, will be 


year, 


“It’s our job now, it’s the job of 
generation to not only pay its 
own bills but to so handle out 


trv’s affairs that we 


this 


coun 
continually make 
toward real 


progress peace in the 
and as we 


peace in the 


world, toward 


progress 


here at home 
with the 


world we 
must 


progress inevitable 
Irom War to peace, 
killing 


more 


transition Irom 


jobs making tools for to jobs 
making peaceful life and mors 
worth while.”—Secretary of the Treas- 
M. Humphrey before the 
league of Republican Women of the 
District of Columbia, Washington, 


1). ¢ March 1, 1954 


urv George 
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Judicial 
Policy 


Intent as a Factor in Tax 
Matters Is Steadily Increasing 


in Importance 


Intent and Taxes 


By NED FISCHER, Attorney, Los Angeles 


quarters’ 
tax, be it in- 
come or otherwise, is basically an account 
ing problem for the reason that in the final 
this determination must be pre 
sented in the form of a mathematical com 
putation. The that accounting 
processes are essential to the establishment 
tax liability is, of 


| lt IS MAINTAINED in many 
that the determination of 


1e 


ayalysis 


conclusion 


ot a correct course, in 


contestable. The great danger lurking here, 
however, is that those whose business it is 
to deal with may overlook the all 
too-trequent other factors not 
mathematical reduction ot 
transposition Of these the 
difficult to discern 
to apply or to 
intent 


hgures 
incidence of 
susceptible ol 
most elusive, 
and the most 
difficult with is—by 
all odds Those who are disdaintul 
of intangibles and of abstractions and who 
will the specific 
crete surprised to 


the most 


deal 


recognize only 


and con 
that the 
“intent” has 
pervaded almost every phase of taxation 


may be learn 


intangible known generally as 


and continues to assume even larger pro 
with the 
nore it aS a 


portions passage of time, 
is often eventually 


disillusioned 


To ig 

to be 
Conversely, to bear 
it well in mind may often prove to be one of 


tactor 
painfully 


the most effective wavs of minimizing taxes 


There can be no doubt that as a pitfall, 


the 
other pit 


intent has 


more frequently 


trapped 


unwary than have all 


taxpavert 


falls combined. On at least three separate 


wcasions, acting independently of one 


' Simons Federal Tax Reform,'’ 14 Univer- 
sity of Chicago Law Review 20, (December, 
1946): Brundage, ‘‘Accountants and Lawyers in 
Tax Practice: The Accounting View,'’' Proceed 
ings of the New York University Ninth Annual 
Institute on Federal Taxation (1950), p. 1127 
May, ‘‘Accounting and the Accountant in the 
Administration of Income Taxation,’’ 47 Co- 
lumbia Law Review 377 (April, 1947). In the 
last-mentioned article, Mr. May makes a plea 
for the recognition of the accounting point of 


Intent 


another, three observers 


articles at 
tempting to analyze the reasons why nu 
merous taxpayers had failed in their efforts 
to minimize their 
ot the 


show 


wrote 


taxes. An 
cited by 


examination 
observers will 
prime stumbling block 
the part of the taxpayer in 
instances to pay due regard to 
intent. Stated differently, 
courts refused to the 
taxes, 
to the unwilling 
ness of the courts to regard the taxpayer’s 
impelling mental 
moment 


Merely to list the number of decisions 
in which intent, whether actual or imputed 
to the taxpayer, proved to be his undoing 
would require no 


The 


intent 


cases these 
that the 
failure on 


such 


Was 
the 


most 
the 


W her« 


element of 
the 
validity of 


recognize 
contrivances to reduce 


it was, in most cases, duc 


state as being without 


less than 


several dozen 


pages number of record in 


served as the turning 
into the hundreds 
perhaps even into the thousands 
number in which it 
contributing factor 


Phe 


Significant 


cases ot 


which has 


point easily runs 


and 
the 


be en a 


and 
least 
into thousands 
fact that it has played-a 
part in so many cases and that 
it is the leading pitfall should demonstrate 
conclusively that it has suffi 
ciently taken into account 


has at 


runs 


more very 


not been 


Perhaps the reason for the neglect may 


be the prevalence of the orthodox concepts 


of “general” and “specific” intent inherited 


from the common law. Or, perhaps, it may be 


view in the administration of 
law, since, according to him, 
of income, particularly of 
is based on accounting 

2 Miller, ‘‘Tax Plans That Failed,"’ 
ings of the University of Southern 
Tax Institute (1951), p. 1; Cochran, 
ance Schemes End in Disaster,'’ 5 
Quarterly 435 (April, 1951); 
falls,"’ 30 Marquette Lau 
1947) 


the income tax 
the determination 
‘‘business income,’’ 


Proceed- 
California 
“Tax Avoid- 
Miami Lau 
Laikin, ‘‘Tax Pit- 
Review 211 (February, 
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Mr. Fischer was a special 
assistant in the Office of the 
Chief Counsel, Bureau of 
Internal Revenue, for 12 years. 


lulled into a false 
repeated 


that taxpayers were sense 


ot security by the assurances ot 
that taxpayers had every right 
to minimize their tax burden provided only 


none but 


the courts 


le gal means 
object (Or it 


used to 
that 
intent 


were 
out that may be 
W hi h 


Tactol 


specialized situations in 
vell recognized as a were so 
publicized as to overshadow all 


called 


word has 


At any rate, iat 


“intent” for 


may be 
lack of a better 
assumed Protean guises in the 
tederal 


imbedded in 


a number of 
application of the 
Otten it hes 
oute and is, theretore, not 
perceptible At other times, it 
various mutations that 
The orthodox 
therefore, no longer adequate—at 
the field of tax law For 


uitable cde Ssignation, the 


revenue laws 


many layers of 
coatings readily 
undergoes 
conceal its true 
identity concept of it is, 
least in 
Want o!t a more 
term must now be 
given the broadest definition and the broad 
est extension possible and may be 
state either 


other 


regarded 


as any mind,* 


alone or in 


conjunction with any factor, in any 
Otherwise, 
(and usually does) escape 
unhappy consequences For, as we 
shall see, it has assumed 
those of the better 


‘specific’ 


way directed toward some end 


it may detection 
with 
many aliases be 


known 
intent 


sides “oeneral” 
Not infre 


implicitly, if not 
in such expressions as “ 


intent and 


quently it is embraced 
explicitly purpose,” 
length,” 


“torm = v 


“motive,’ 
“hona fid 


stance, 


“ ontemplati yn,” “arm’s 


es,” faith,” sub 
letter of the 


difficult 


Neond 
“spirit of the law v 


law,” and in a host of other 


Ways 


precisely to denominate 


The case of Gregory v. Helvering® and the 


long line of cases that followed in its wake 


What in es 


was involved there was the taxability 


are, of course, well known 


ScTice 


of distributions resulting from corporate 


reorganizations In most such 


into the 


cases, the 


issue re solved itself 


question of! 


* Jones v. Grinnel, Exra 
F. (2d) 873 (CA-10): Bullen v 
U. S. 625 (1916) Gregory wv 
uste © 9043, 293 U. S. 465 
‘Cf. Estate of Frank D. 
missioner, 52-1 wst« 
(CA-2), rev'g CCH Dec 
* Cited at footnote 3 


, D-1 uste £ 9193, 179 
Wisconsin, 240 


Helvering, 35-1 


Waterman 1 
{ 9227, 19 F 


18,137, 


Com 
(2d) 244 
16 TC 467 (1951) 
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whether the taxpayer truly intended to abide 
by the spirit of the law or had complied 
merely with the letter of the law primarily 
with the 


ducing his taxes 


or solely intention or idea of re 
It more than occasionally 
happened, therefore, that in two situations 
factually parallel the courts would hold one 
hold other 
Even when, under the 
Act of 1951, Congress finally placed 
its seal of approval on tax-free distributions 
proceeding from a “spin-off,” it 


among things, to 


way in one case and quite the 


way in the second 


Revenue 


corporate 
othe I 
where “‘it 


Was Care ful, 


de ny 


the exemption 


appears that any 


corporation which is a 


party to such a 
intended to continue 


trade 


reorganization was not 


the active 


conduct ota business 


after such reorganization.’ 


Section 112 (b) (11) of the Code, 
more reinstating spm offs, was a re 
some change of torm of what 
Section 112 (g) of the 
1928. The 


statute so 


ment with 


was originally Reve 
nue Act of 


opposed the 


however, 
original stubbornly 
that finally allowed it to die by 
failing to re-enact it in 
acts Section 112 (g) of the Revenu Act 
of 1928 differed in certain respects fron 
Section 112 (b) (11) of the Code 
today One ot differences lies in the 
fact that the 
the foregoing-quoted requirement added by 
Nevet 
112 (g@), the 
Cine 


Bureau, 


Congress 


SUCCCE ding revenue 


as it exists 
these 


original statute did not contan 


Congress to its current counterpart 


theless, in interpreting Section 
their 
that the 
“business 


While 


burdensome 


courts created conditions 
of these 


called 


tests.” 


own 


was spin-off meet the so 


purpose” test and other 


these tests may have beer 


were not 


emerged 


nevertheless, they 


insuperable Possibly, taxpayers 


? 
victorious more often than did the Com 


missioner, 
The 
of the 


Section 112 (b) 


with no 


(11) 


de gree ol! 


enactment ot 
Code 


satisfaction on the 


small 
those 


met 


part ot who had 


attack 
W hile 


suppose dly 


criticized the Bureau’s consistent 


against this type of reorganization. 


the new statute designed 


“relief” 


Was 


measure,® there may be a rude 


What 


some 


asa 
awakening in store for many. seems 
to have been overlooked in 


is the that 


quarters 


fact the new act may well have 


*Sec. 317 (a) and (c) of the Revenue Act of 
1951, now incorporated in Code Sec. 112 (b) (11) 

7 Bazley v. Commissioner, 47-2 ustc § 9373, 331 
U. S. 737: Estate of John B. Lewis, CCH Dec 
16,483, 10 TC 1080 (1948), aff'd 49-2 ustc {% 9377 
176 F. (2d) 646 (CA-1); Helvering v. Schoellkopf, 
38-2 ustc { 9607, 100 F. (2d) 415 (CCA-2) 

*Cf. 1953 CCH Standard Federal Tax Re 
ports, © 735F.10 
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imposed on the taxpayer the burden of es 
tablishing a new and perhaps even an ad- 
ditional element of intent far more onerous 


than it may “business 


have been under the 
purpose” doctrine. Such, at any 
the view of Mr. Howell C 
known authority on the 


thereon,? Mr 


rate, 1s 

Mette, a well 
subject In an 
Mette 


article states as 


follows: 


‘The requirement indicates that the stat 
ute might 
ments 


impose more stringent require 


than those of the business purpose 


doctrine as developed in case law 


Mr. Mette then proceeds to explain what 


these “more stringent may 


to be and begins his explanation 
“Tn the first place, the 
ot intention sd 


requirements” 
turn out 


as follows test is one 


\n examination of the 
Mette in 


littl 


cases cited by Mr 
support of his opinion can leave 
e doubt that his well be 
realized when the is eventually 
presented to the 
In Lea v. ¢ taxpayer held 
stock in two corporations, Sperry 

The 
endeavored to sell Research to a prospective 
would not 


tears may 
new law 


courts tor interpretation 


ynmisstoner,” the 
Develop 


ment and Sperry Research. taxpayet 


purchaser who 


however, 


buy, 
held by 
In order 
and to avoid the 
dividend, 


agree to 


unless certain patents 


Development were also included 
to facilitate the sale 


] 
1 


leclaration of a 


Development 
transferred the patents to Patent Corpora 
third corporation 

On January 19, 


Ce rporation 


tion, a created for the 
purpose. 1929, the stock 
of Patent distributed to 
the taxpayer as a shareholder of Develop- 
ment The 


was 
prospect, contrary to expecta 
tions, 
Patent 


then refused to purchase the stock ot 


Corporation for fear that so doing 
would give him a low depreciation basis 
for the patents. The 
buy the 


a higher 


vendee preferred to 
patents directly in order to obtain 
therefor Accordingly, the 
liquidated Patent 
January 21, 1929, paid a capital gains tax 
after receiving its assets consisting of the 
sold the patents to the 


gain 


basis 


taxpayer Corporation on 


atents, and then 


1 
t 
} 
I 


suuver at no further 


Commissioner 
gard the 


attempted to disre 


spin-off reorganization and tax 


the distribution of the assets as an ordinary 


The 
transaction to be a reorgani 
distribution of the stock to 


* Mette, “Spin-Off Reorganization and _ the 
Revenue Act of 1951,’" Tax Law Review, March, 
1953, p. 337. Mr. Mette is a professor of taxa- 
tion at Dickinson Law School and assistant 
deputy attorney general of Pennsylvania 


dividend rather than as a capital gain 
court held the 


zation and the 


Intent 


fall within the Section 112 (g) 
of the 1928 act, because, regardless of the 


purview ot 


short life of the new corporation, there was 
no intention to liquidate Patent 
tion when it was formed; the 
effected at the 
chaser; and the 


Corpora 
dissolution 
was instance of the pur 


original purpose was to 


operate a corporation whose business 
to hold patents. Speaking of the Lea case, 


Mr. Mette remarks as follows 


Was 


“This case indicates the extremes of the 
possible situations under the new Act, since 
the taxpayer was able to convince the Court 
that there had 


to liquidate 


intention 
liquidation 


been no previous 
even when 
virtually immediate.” 


Was 


No elaborate process ot cerebration is re 
quired, it may further be noted, to perceive 
that the only 
between the Gregory 


at once essential difference 


and fea cases is the 


element ot intent 


In Cogan v. Commissioner 
cited by Mr. Mette, the company reé 
ceived bonds and other liquid assets, 


™ the second case 
new 
and 
Board 


veonuine 


dissolved several months later. The 
of Tax Appeals could find no 
original intention to continue the new cor 
poration and, accordingly, held that no cor 
porate reorganization had taken place \ 
summary of the would 
serve no useful purpose here. It is sufficient 
to note that the bristles 
such “contemplation,” “pur 


‘J lie de 


like that of a psychological 


facts of this cas¢ 


Board’s dec Sion 
with terms as 


pose,” “motive” and “intention.” 
cision reads more 
history 


case than an opinton on a pomt ot 


tax law. 


Robert Campbell,” the third case 
by Mr. Mette, demonstrates how 
to be misled if the 


cited 
easy It 18 
element of intent 1s not 
evaluated or viewed in its 


properly proper 


perspective ‘The case as reported does not 


indicate clearly whether intent as a 


ponent escaped the taxpayer’s attention o1 
whether he chose to ignore it. 


com 


In any case 
he relied heavily on the fact that the 


new 
corporation had continued in existence sev 
eral months before its final dissolution, The 
held, that the 
-though a factor to be considered 


Tax Court however, time 


element 
is not in and of itself decisive, explaining 
as follows: 


“ 


. the tax postponing effects of Section 


112 will not become effective unless there 


10 38-1 wustc { 9233, 96 F 
rev'g CCH Dec. 9544, 35 BTA 243 (1937) 
"CCH Dec. 9774, 36 BTA 639, aff'd, per 
curiam, 38-2 ustc { 9430, 97 F. (2d) 996 (CCA-2) 
2 CCH Dec. 17,853, 15 TC 312 (1950) 


(2d) 55 (CCA-2), 
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is conformity with both the narrow techni 


calities and the broad and ultimate purpose.” 


In other words, the taxpayer must evince 
a clear intention to abide not only by the 
letter of the law but by its spirit as well. 


Not too far removed from a spin-off is a 
split-up; that is to say, the division of a 
commercial entity into several business con- 
cerns without 


the distribution of securities 
or property in the manner required gen 
Section 112 of the Code Here 
the question usually is whether all the busi 
thus 
to tax as but one undet 
Section 45 of the whether a sepa 
rate tax is to be determined for and imposed 
on each one individually 
becomes at least 


considered 


erally by 


ness concerns created are subject 


cognizable unit 


Code or 


Here, again, in 
tention one 
Thus, in the recent 
of I*riedlander Corporation,” a corpora 


tion controlled by 


essential ele 
ment to be 
cAasc 
two families transferred 
ix of its nine stores to a partnership com 
stockholders. ‘The Commis 


refused to recognize the partnership 


posed of its 
sioner 
for income tax purposes and the Tax Court 
sustained him for the that it 
that the intention of the 


reason found 


primary parties 
vas to reallocate income among the mem 


bers of family groups 


Holdings foregoing 


one, it may be observed, are not necessarily 


comparable to the 


confined to interfamily or intrafamily situa 
tions. In the absence of the requisite intent 
or the presence of inappropriate intent, the 
result expected to be the same. As 
1933, the Tax Court (then the 
Tax Appeals) refused to recognize 
a corporate split-up 


may be 
early as 
Board of 
where the required 


intent was lacking even when no realloca 


tion of income among members of a family 


1.* 


was involve 


The subject of the applicability of Section 
15 to the splitting-up of a 
related 
thoroughly discussed by Mr. Samuel Joyce 
Sherman in an article appearing in Taxes.” 
\ccording to Mr 
lost 41 per cent of 


business or to 


transactions between 


enterprises 15S 


Sherman, taxpayers have 


such cases. In his opinion 


“On the merits, only two successful de 


fenses are available to a taxpayer against a 


N'CCH Dec. 19,548, 

“(Gordon Can 
BTA 272 

* “A Case History of Section 45,'’ January, 
1951, p. 13. See, too, Cohen, ‘‘Exemptions and 
Credits of Multiple Corporations Sections 15 
(c) and 129," Proceedings of the University of 
Southern California Tax Institute (1953), p. 1 


“ “Dividing a Business,’" TAXES, November 
1952, p. 855 
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19 TC 1197 (1953) 


Company, CCH Dec. 8276, 29 


April, 1954 @ 


Section 45 attack by the Commissioner, to 
wit: 


“(1) That the challenged transaction was 
an arm’s-length transaction; or (2) “ 


The presentation of an abstract of Mr. 
Sherman’s penetrating comments is not within 
the scope of this paper. It is worthy of 
note, however, that from his analysis of the 
decisions he concludes that the courts have 
established seven criteria to test the validity 
of a business split-up. The object of these 
determine the bona fides of the 
conduct of the parties. These seven criteria 


are as follows 


tests 1s to 


“(1) Does the split-up represent a logical, 
natural division of the 
into separable, 
units? 


corporate business 


independent, noncompeting 


“(2) Is the new split-off entity actually con 
ducting a real, active, 
merely 


gong business or 1s it 


a ‘paper’ setup ? 


“(3) Does the new split-off entity really 
earn the income which it claims as its own as 
a result of the capital and services contributed 
by its owners and the work and labor pet 
formed by its employees? 


“(4) Are 


tween the 


interc« mpany 
related 
reast mnable 


transactions be 


entities entered into for 


a fair and consideration in a 


cordance 


“{5). is sound 
for the split-up of the business? 


with the arm’s-length standard ? 


there a business purpose 


“(6) Does each business entity maintain 
separate and 
reflect its true net income? 


books records which clearly 


“(7) Is tax avoidance the dominant mo 
tive for the split-up?” 


Another article” on the subject of divid 
ing a business was written by Mr. Cecil J 
McCaffrey of the New York The 
author points out that the com 
position of cases is highly 
components 
oiten 


bar. 
factual 
many 
that the 
taxpayer 


complex 
favorable to the 
balance 


and 
closely those un 
him The 


decision by a divided court 


favorable to 


result, then, may 


be a followed 


on appeal by a remand or 


Mr. 


reversal.” In 


such situations McCaffrey’s 


’ 


advi e 18 
“cf Forcum-James Company, CCH Dec 
15,486, 7 TC 1195 (1946). The opinion spans 
fully 25 pages. It was remanded to the Tax 
Court by the Sixth Circuit (49-2 ustrc § 9390, 176 
F. (2d) 311 (CA-6)) on stipulation between the 
parties pursuant to an agreement between them 
in settlement. See, also, National Carbide Cor- 
poration v, Commissioner, 49-1 ustc { 9223, 336 
U. S. 422, aff'g 48-1 ustc § 9229, 167 F. (2d) 304 
(CCA-2), rev’g CCH Dec. 15,681, 8 TC 594 (1947) 
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Even if the split-up is accepted by 
the Bureau as valid for 

tax purposes, the affiliated 
business concerns must thereafter 
make sure that any transactions 
between or among them continue to 
be properly motivated and continue 
to be conducted at arm's length. 
There must be no undue attempt 

to shift profits. 


that the 


practitioner concentrate his heavy 
artillery on 


intent. With such a strategy 
the taxpayer is more likely ultimately to 
Says Mr. McCaffrey: 

“As was mentioned earlier in this article, 
it 1s possible that the courts might like to 


decide according to whether 


prevail 


these cases 


the taxpayer was moved by business con 


sideration or merely by the hope of avoiding 
taxes. It is impossible that if a court were 
taced with a case where the facts about how 
the business was conducted were either not 
entirely clear or were not fully available, or 
where for some perfectly good reason there 
had not been much business activity in 
either half of the business since the division, 
it might resort to motive as the only possi- 


ble basis for the decision. 


“However, motive is a subjective thing; 
it exists only in the mind. If a taxpayer 


having divided his seg- 
Commis- 
sioner or a Court divining the purity of his 
motives and so neglects to draw a clear line 


business into two 


ments, places his relhance on the 


between the activities of the two segments, 
he may be successful taxwise; if so, he will 
have proved that a taxpayer can win merely 
by having a business purpose. But he will 
10ot have controlled the decision; it will 
have rested with the whim of the govern 
ment and the court.” 


In short, the taxpayer must be prepared 
to show that the split-up was properly moti 
vated and that the transactions between or 
among the length.” 


at all times to 


parties were at arm’s 


The taxpayer must be ready 
* Commissioner v. Chelsea Products, Inc., 
{ 9370, 197 F. (2d) 620 (CA-3); Palm 
Beach Aero Corporation, CCH Dec 
1169 (1952): Seminole Flavor Company, CCH 
Dec. 14,511, 4 TC 1215 (1945) 
1” Regs. 111, Sec. 29.45-1(c) 
Forcum-James Company, cited at 


52-2 ust 


Home Furniture Company v 
8-1 ustc § 9274, 168 F 


Commissioner, 
(2d) 312 (CCA-4) 


+ 


intent 


18,737, 17 TC 


footnote 


prove that there was no intention to take an 
undue advantage of the situation. His 
failure precautions may mean, 
if nothing else, his having to ward off an 
attack by the Bureau. 


to take these 


However, even if the split-up is accepted 
by the Bureau as valid for tax purposes, the 
affiliated business concerns must thereafter 
make sure that any transactions 
or among them continue to be properly 
motivated and continue to be conducted at 
arm’s length.” There must be no 
attempt to shift profits ™ 
example, by the 
receivable 
by an 


between 


undue 
whether it be, for 
assignment olf accounts 


from to another,” or 


one party 
under the terms of which 
one party is to pay over to another all profits 


In excess oO! 


agreement 


a certain amount,” or in pur 
a covenant which provides that, 
except in peak seasons, one firm would shut 
down its plant and receive from the other 
“compensation” for the thereby in 
curred.” Nor similar object be 
accomplished in other ways, such as by an 
attempt by one firm to shift its 
to its associate.“ If taxpayers desire that 


suance of 


1 ss” 


may a 
expenses 


transactions between related groups or be 
tween an individual and a firm of which he 
is a member be upheld, they must be pre 
pared to offer clear and convincing proof of 
the fact that such transactions were on an 
arm’s-length basis and entered into 
faith tax-avoidance 

The Bureau has let it be known 
that the foregoing also applies to Western 
Hemisphere Trade Corporations in spite ot 
the fact that it 


formation of such organizations 


were 
in good and not for 


purposes 


favor on the 


26 


with 


looks 


After the setting-up of a new corporation 
on dissolution of the old ones, it is at times 
that a tax 
free reorganization was effected, and it 1s 
the taxpayer who maintains that the con 
took place. In such situations, the 
bone of contention usually is the deducti 
bility or nondeductibility of various outlays 
made by the 
organization has 


the Commissioner who argues 


vers¢ 


taxpayvel If a statutory re 
taken place, the outlays 
are regarded as capital expenditures and, as 
such, are not deductible 
deductible for 
again, the 


- otherwise, they are 
Here, 


turn on the 


income tax purposes 


outcome may well 


2% Maine Central Transportation 
CCH Dee. 11,255, 42 BTA 350 (1940) 
“8 Birmingham Ice & Cold Storage Company 1 
Davis, 40-1 ustc 9 9485, 112 F. (2d) 453 (CCA-5) 
* Glenmore Distilleries Company, Inc., CCH 
Dec. 12,569, 47 BTA 213 (1942) 
Buffalo Meter Company, CCH Dec. 16,214 
10 TC 83 (1948); John Wachtel Corporation, CCH 
Dec. 14.683(M), 4 TCM 768 (1945) 


*Rev. Rul. 15, 1953-3 IRB 


Company, 


99 
se 
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the proper orig- 


yaper s m4 nis, which does 


o do mor than touch on a 


+ 


within the confines of a 


channel, a discussion of corporate 


sactions and might easily be ex 


taxes 


tended into a volume In order, further, to 


belaboring the point 


ivoid 


herein being 


made, the subject of corporate transactions 


ind taxes will be dropped except or a lew 
tuations indirectly connected therewit! 


ingement that has evoked no 


as a tax-minimizing device 


»-called t 


“collapsible corpotfa 


or was used principally by the 


picture building industries, al 


and 
| perhaps toa lesser 

1 1 
so endeavored to ¢ xploit the 
nder the arrangement, a 
S product 


tockholder 


? 
t 
h 


liquida e product 


under 
corporat 
e mco » report and 
hay report their pront 
Section 117 (m) of the Code, 
as added by Section 212 of the Revenue Act 


1950, is supposed to have put an end te 
; t 


xabl 
1 
Capital gain 


1 , 1 : 
at t sharply curtail d, he us¢ 


minimizing chi 


hese 


cuss the 


pages are not t 
effectiveness of the new 
speculate on its probable 
here, 
article ™ on the new 
by Mr Adrian W. De 
York bar Lhe word 


lorm Or 


outcome 


tention may be called however, 


statute \ t 
W ind of the 


“intent.” either 


excellent 


in its”. bare 


under alias, 1s 
found in the 


submitted that a 


any 
nowhere to be 
But it 


of the 


new enactment. 
careful reading 
new law will show that it is thoroughly 
d with it Phe 


tested 


ultuse tatute has as vet 

No de 
therefore, 
however, is Mr. De 
eventual litiga 


section will depend 


not been before the 


courts 


cisions directly on the point can, 


be cited SO 


Wind that the 


tion on the 


certain, 
outcome ot 
new Code 
he devotes no 
to that as 
alone. Mr. De Wind 
will assume a triple 


pre-eminently on intent that 


less than 15 pages of his article 


1 117 (m) 


believes that this intent 


pect ot Sectior 


form Lhese he 


describes as “objective” 


Charles R, Mathis, J1 
TC 1123 (1953); U. BS. 1 
uUSsT« " 9298, 203 F 


CCH Dec 
Arcade 
(2d) 203 
Collapsible Corporations Under the 
nue Act of 1950,"' Proceedings of the 
of Southern California Tax Institute 
583 
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19,533, 19 
Company, 53-1 
(CA-6) 

Reve 
University 
(1951), p 


April, 1954 @ 


intent, “subjective” 
point in the duration of the 
that this intent, whether 
“objective,” may be 


lherefore, in 


intent and the precise 
transactions 
“subjective” or 


said to have 


arisen 
considering the applicability 
Section 117 


distribution, the 


x inapplicability of (m) a 


corporate taxpayer wou 


be well due 


advised to give weight to 


element of intent on otherwise, 


with a 


pain, 


eventually being confronted 


deficiency assessment. 


W hile the subject mt ce 


lapsible corporations is well known, what 
perhaps may not be 
tact 


existence of the 


known 1s the 
Section 117 
m) to the Code there has been a quiet shift 
t the tax 


what 


SO W ell 


that since the addition of 


saving device outlawed by it to 


mav be called a “collapsible partnei 
“collapsible 
this 


to be tried 


ship” as distinguished from a 


corporation.” In fact, the writer of 


article had exactly one such case 


before the Tax Court not very 
The as is 


Had the case 


lax ( ourt’s 


disposed ot by 


actually COTM 


decision whether 


the government or in favor of the 


taxpayel 


would, it mav sately be 


assumed, have 
onsiderable 


fraternity at la 


Collapsiblk partnerships, 
tinctions not material here, 


elicited « comment from the ta» 


rge for many months thereafter 


with a few dis 
are substantially 
like collapsible corporations ‘T axpayers have 
been emboldened to adopt this fresh tran 
position for The first 
ofthcially conceded that 
a partnership interest 1s the sale of a 
The 
they assume that the adoption by Congress 
of Section 117(m) of the Code is a tacit ad 
mission by the Bureau that the use of col 


two reasons that 
the Bureau has 


sale of 


capital asset.” second reason is that 


lapsible corporations as a tax-saving device 
Many who areé 
collapsible 


their tax 


was unassailable now tak 


ing refuge in partnerships to 


find 


reduce may eventually 


they have erred on both counts 


Che Commissioner 
ruiings. He may 


or abandoned 


arded 
that cu 


and often has disres 


them when he felt 
cumstances justified his doing so 


the administration of the 


Early in 


revenue laws it 
was held that the taxpayer had no right of 


appeal from such self-reversal on the part 


of the Commissioner.” The fact is, further, 


that the manner in which the new law came 


* G. C. M. 26379, 1950-1 CB 58 
” Morrison Foundry Company, CCH Dec. 153 
1 BTA 413. Cf. Estate of Charles F. Goodwin 
' Commissioner, 53-1 ust £ 10,886, 201 F 
(2d) 576 (CA-6), where the Commissioner ct 


la 
lenged the validity of his own ruling 
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Since Section 117(m) was added to the 
Code there has been a quiet shift of 
the tax-saving device outlawed by it 
to what may be called a ‘‘collapsible 
partnership" as distinguished 

from a ‘‘collapsible corporation.” 


be Ing 


was aS much a 


surprise to the 
arge Ms 
initiated by ex-P 


au as it was to the public at 
ictment Was resident 
man’s tax message to Congres 


24, 1950." No 


found in the 


ss on Janu 
legisla 
draft ot 
as presented by the White 


New York Herald 


before the message was 


allusion to such 
original 

retariat to the 
hune hortly 


actually delivers 


d to Congress. 


As testimony before the H 


use Ways 


ind Means Committee subsequently showed, 


Mr. Truman’s reference 


struck 


consternation. The 


Bureau oth 
lreasury De 
revealed at the nearmys on the 
Bill of 1950 that it had 
time of the delivery of 


100 col 


Revision 

1 study at the 
Mr. Truman’s message more than 
(Page 70.) Some 
court trial and 
on, The entire project had to be aban 

done d, however, because Mr 
ments had been interpreted generally to 


mean that 


apsibl corporation cases 
Vere already approaching 


Truman’s com 


| 
1¢ gislation Was necessary 


lhe Treasury Department has never offi 


cially divulged the theory on which it predi 
cated its projected attack in the 


100-odd cases 


roregoimeg 
is that 
Lucas 


However, the belief 


s mainstay was, on the one hand, 


irl,” standing for the proposition, gener 
ally. that income 
red to 

w cleverly designed, and, on the 

hand, //iggins v. Smuth, 


proposition that the 


earned by one cannot be 


another by any artifice, no 
which stands 

government need 
bound by superficialities or by fictions 
look through 


, 
was actually 


may them to 


intended 


determine 


would seem, 


have adopted 


theretore “ that those 


who 


a collapsible partnership as 


'For a detailed history of this message, see 


Bittker and Redlich, Corporate 
and the Income Tax,”’ 5 Tax Lau 
(May, 1950) 


2 UST 


Liquidations 
Review 437 


¢ 496, 281 U. S. 111 
+ 40-1 ustc © 9160, 308 U. S. 473 
‘CCH Dec. 17,493, 14 TC 251 (1950). While 
iis case was reversed on appeal by the Ninth 
Cireuit (52-2 ustc § 9386, 198 F. (2d) 26), that 
fact in no wise militates against the point herein 
being made 
Thurlow E 


108 (1936) 


(1930) 


McFall, CCH Dec 


Heber Smith, 


9258, 34 BTA 
CCH Dec, 9405-G (BTA 


Intent 


a Inecans ot 
best take 
that 
to withstand any 
of thei 


their business had 


Situation 


transacting 
stock of the 
they are 


and make 


sure satistactorily 
assault on the fides 
may find 
themselves having to pay an unexpected tax 
While the 
squarely 
nevertheless, they 
side ot 


well able 
bona 
mitent. 


Otherwise, they 


assessment question has not as 
presented to the courts, 
do have precedents, out- 
Earl and Higgins v. Smith, 
upon which to predicate a holding adverse 
to the taxpayer if they should conclude that 
intent as a constituent is not 
that it should be For example, in /erbert 
/ Hatch,” the parties stipulated that the 
partners had executed an agreement to sell 
a major part ot the partnership assets to a 
nonpartner buyer rhe 
nership assets, but 


yet been 


Lucas 7% 


everything 


assets were part 
that the part 
effort to sell an interest 


partnership (as 


evidence 
ners had made any 


in the distinguished 
that the 


interest 


Irom 
the assets themselves) o1 


tended to 
inadequate, 
that there 
interest 


buyer in 
purchase 


The 
had been no 
While a 
limited applicability 


Hatch case, 


easily 


such an was 
held 
such an 
tacts ol 


involved in the 


court, accordingly, 
sale of 
special set of 
was 
its rational 
extended to cover 
tions, particularly in 


holding 
Sets ot 


can nevertheless be 
comparable situa 
view of several other 


decisions * against the taxpayer in 


analogous circumstances 


Distributions by corporations, in one form 
or another, to their StO¢ kholders present a 
perennial problem as to whether the dis 
tribution is a deductible 
deductible dividend and whether other tax 
incidences therefrom have 
Situations, the 
that the 
action an 


expense Or a nol 
arisen In these 
Bureau's position usually ts 
has labelled the 
only to disguise 
dividend, In all 


is the byword 


corporation trans 


“expense” its truc 


character as a 


such situa 


tions “intent” 


The taxpayel 
can escape the imposition of the tax only 
by having been caretul to assemble evidence 


demonstrating that 


what 


clearly such transac 


tions are in allj 


to be 


respects they 


purport 


For example, in 


Harry F:. Wiese,” a sole 


stockholdet over a pe riod of vears withdrew 


memo. op., 1936), rev'd 37-2 ustc § 9329, 90 F 
(2d) 590 (CCA-2): Richard 8. Doyle, CCH Dec 
9950, 37 BTA 323 (1938), aff'd 39-1 ustc { 9340 
102 F. (2d) 86 (CCA-4); James Wesley McAfee 
CCH Dec. 16,081, 9 TC 720 (1947) An ex 
iremely interesting case is that of Max Swiren, 
CCH Dec. 17,241(M), 8 TCM 924 (1949), even 
though reversed and remanded by the Seventh 
Circuit (50-2 ustc © 9384, 183 F. (2d) 656) 

®*CCH Dec. 9606, 35 BTA 701, aff'd 38-1 wst 
97 9059, 93 F. (2d) 921 (CCA-8), cert. den. 304 
U.S. 562 
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substantial funds 
tering the 


from his corporation, en- 


withdrawals on the corporate 
receivable that 
Finally, the 
was canceled, and its amount 
to surplus 
he took way what 
had actually taken place, he would be in the 
high income tax 


books as an account 


loan to 


is to 


say, a him 


account 
charged 
Apparently realizing that unless 


was 
steps to vitiate in some 
very brackets in the veat 
of cancellation, the shareholder filed amended 
returns for all prior 
them the amounts 
those years He 
time he 


include in 
withdrawn by him in 
then that each 
a withdrawal he had re 
‘J he 7 ax Ap 
down the held 
entire over a 


years to 


comtended 
had made 
ceived a dividend Board of 
peals struck and 
that the withdrawn 
period of years was income to the taxpayer 
in the final year of cancellation. In affirm 

Board, the Eighth 
shrift of the entire 
court said 


“The 


party are relatively simple 


argument 
sum so 


ing the Circuit made 
short matter lhe 


principles of law invoked by eacl 
When the prin 
cipal shareholder of a corporation makes a 


permanent withdrawal of funds from the 


is deemed to have received in 
come at the time of the withdrawal, although 
the formalities of a 


company he 
dividend distribution 
not been observed and the 
books of the C 


have payment 1s 


recorded on the ompany as 
a loan 
“But if the 


from the 


stockholder borrows 


company, 


money 
and subsequently the 
cancels the debt, 
stockholder at the 
character of the withdrawal changes from a 


company 
to the 


income accrues 


time when the 


loan to a distribution of profits... 


“The significant fact in the present case was 
the intent of the petitioner when he took the 
money, whether he took it for permanent 
use in lieu of dividends or whether he 
then The intent must be 
inferred from the conduct of the petitioner, 
since there 


was 


only borrowing 


is no evidence of it. The burden 
" (ray 

11,666 13 

41-2 ust 


EF. Jameson, 


Processes Corporation, 
BTA 624 (1941), 


CCH Dee 
aff'd, per curiam, 
{ 9700, 122 F. (2d) 1021 (CCA-3); Earl 
CCH Dec. 12,400-F (BTA memo 
op 1942) (where the shareholder unsuccess- 
fully contended that the payment was a loan) 

* Regs. 111, Sec. 29.23(a)-6 

” Hleatbath Corporation, CCH Dec 7.510, 14 
TC 332 (1950); Thomas Flerible Coupling Com- 
pany, CCH Dec. 17,638, 14 TC 802 (1950), aff'd 
52-2 ustc § 9422, 198 F. (2d) 350 (CA-3). 

* Ingle Coal Corporation, CCH Dec. 16,469, 10 
rc 1199 (1948), aff'd 49-1 usre { 9267, 174 F 
(24) 569 (CA-7): Catherine G. Armston, CCH 
Dec. 16,899, 12 TC 539 (1949) 

*t Regs. 111, Sec. 29.22(a)-1; T. D. 5507, 1946-1 
CB 18: Palmer v. Commissioner, 37-2 ustc © 9532, 
302 U. S. 62 
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1954 °@ 


The question of whether an option 
given to an employee to purchase 
the stock of his employer corporation 
is to be regarded as the nontaxable 
sale to him of a 

proprietary interest in the firm 

or as additional compensation to him 

is based almost entirely on intent. 


of proof show that the 


(Italics supplied.) 


him to 
Commissioner was wrong.” 


Was On 


The principl 
to a corporation 


a deduction 
for distributions to stock 


of disallowing 


holders or 
intended 
however 


was actually 
payment of a dividend, 
captioned, has been applied to a 
situations. These include ex 
payments to a stockholder in the 
purchase of property from him by the cor 
poration,” excessive 
rendered,” 


officers when what 


was the 


variety ol 


cessive 


compensation tor serv 


ices rents and royalties,” sale 
and lease-back” (presently to be discussed 
in another sales by a 
use 
payments 
loans to shareholders® and 
the assignment, by one another, 


» . 4 
of corporate income to its shareholders.* 


connection), bargain 
corporation to a shareholder,” bargain 
or corporate property,” interest 
(so-called) on 


artifice or 


Where the corporation is the debtor and 
the shareholder the creditor, the situation 
takes another turn. The outcome of such 
cases is dependent primarily on 
the cancellation of the 


whether 
indebtedness, in 
whole or in part, is a composition or othe 
full-fledged agreement to 
the amount of the debt, or 
contrary, it is a gratuitous relinquishment 
of all or part of the indebtedness. In the 
former event, the amount of the 


than 


} 


whether, on the 


accept less 


reduction 
In the latter event, it is not in 
come because a gift has been received. The 
existence of a gift, however, can be estab 
lished only by “evidence of a specific intent 


is income. 


* Reynard 
BTA 451 


10,972, 


Corporation, CCH Dec, 8522, 30 
(1934); Percy M. Chandler, CCH Dee 
41 BTA 165 (1940), aff'd 41-1 ustc § 9394 
119 F. (2d) 623 (CCA-3); Charles A. Frueauff, 
CCH Dec. 8521, 30 BTA 449 (1934); Patlina 
duPont Dean, CCH Dec. 15,989, 9 TC 256 (1947) 

“ New England Lime Company, CCH Dec 
17,288, 13 TC 799 (1949): Lansing Community 
Hotel Corporation, CCH Dec. 17,488, 14 TC 
183 (1950), aff'd 51-1 wstc J 9193, 187 F. (2d) 487 
(CA-6) Wetterau Grocery Company, Inc t 
Commissioner, 50-1 ustc § 9146, 179 F. (2d) 158 
(CA-8) 

“ Regs. 111, Sec. 29.22(a)-19; U. 8. v 
Chicago Railroad Company, 42-1 ust: 
U. S. 44: Brooklyn & Richmond Ferry Com 
pany, Inc. v. Commissioner, 49-1 ustc { 9118, 171 
F. (2d) 675 (CA-2), cert. den. 336 U. S. 968 


Joliet & 
§ 9222, 315 
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on the part of the 
cancel some part of 


creditor gratuitously to 
the indebtedness.” 


lhe rules of law incorporated in the fore 
going paragraph are apparently simple and 
apparently Yet, 
involving the continue to be 
The this seems to 
be that very often transactions involving the 
extend over a protracted period and 
may form only a small part of wider trans 
actions. In the welter of 
taxpayer may either lose sight of 
the element of intent or else 
by the 


easy of comprehension. 


cases issue 
forthcoming, reason for 


Issue 


all these negotia 
tions, the 
neglect to stop 
wayside long enough to 
the evidence that he 
that the appropriate 
times present. 


foregathet 
may need to 


intent 


prove 
was at all 


\ recent decision of the Tax Court,” with 


an obverse twist, is an excellent example 
The tax 


corporation 


of how this may come about 


stockholders of a 
1946, 


pavers were 


whi h, 


as of January 1, 


owed them 
$3,600 to $4,800 as 
Friction developed 


stockholders 


siderable disc ussion he tween the 


amounts from 


ranging 


accrued salaries 


with 
After con- 
two groups 
of stockholders as to the purchase and sale 
of their 


another group oO 


respective interests, the parties 
agreed that no consideration would be given 
to the accrued salaries and that these 


be forgiven 


would 
On January 2, 1947, the tax 
sell their stock in the 
corporation for $628 per share, that is, its 


book 


payers agreed to 
value plus the value of supplies and 
will, but 


salar i s 


independent of the 
The value of the 
increased by the 


accrued 
stock was thereby 

$400 per share 
Agreements with respect to the cancellation 
of the accrued salaries were executed simul 
taneously with the 
ments for the sale of the stock 


Sum of 


execution of the agree 
The liability 
for the accrued salaries was canceled on the 
books of the corporation after final payment 
on the purchase price of the stock had 
been The taxpayers reported thei 
profit on the sale of their as a capital 
The Commissioner, dete 
that the price ot the stock 
was taxable as an ordinary 


made 


stock 


vain however, 


mined selling 


dividend to the 
taxpayers to the extent that it represented 


accrued salaries. 


U. 8S. wv. Kirby Lumber Company, 2 ust 
£ 814. 284 U. S. 1 (1931); Helvering v. American 
Dental Company, 43-1 ustc § 9318, 3T8 U. S. 322; 
Commissioner v. Jacobson, 49-1 ustc © 9133, 336 
U.S. 28 

“Irving R. Lewis, 
S87 (1953) 

* Bogardus 1 
02 U. S. 34 

* The first one Death Benefit Payments 
was written by Charles A. Scharf and James F 


CCH Dec. 19,484, 19 TC 


Commissioner, 37-2 ust 


vA 


1 9534 


Intent 


The Tax Court upheld the Commius- 
sioner, stating, in brief, that the forgiveness 
of the and the sale of the stock 
were both integral parts of the same trans 
action. In substance, the taxpayers had 
received their accrued salaries in the guise 
of an inflated sales price, the 
concluded. As if in 


salaries 


Tax Court 
fear that its reasoning 
might not be tenable, the court then pointed 
out that the taxpayers had not adduced sut 
ficient evidence to overcome the presumption 
attaching to the 


sioner’s determination. 


ot correctness Commis 


In predicating its decision, at least in part, 
on the fact that the 
their 


taxpayers had not 
burden of proof, the Tax 
undoubtedly protecting itself 
against a reversal on appeal; for the effect 
ot the holding is that the had 
contributed the amount of their salaries 
to the corporation’s capital, a result which 
they certainly could never have intended 


The cancellation of in 
debtedness decisions is the 


sustained 
Court was 


taxpayers 


rationale of the 


same as that in 
arising out of payment ol a 
“bonus” to the representatives of a deceased 
employee. The 
the “bonus” is 


volv ny cases 


question here is whether 


intended to be a gift or, 
rather, additional compensation.“ The 
would not seem difficult of application 


Yet 
the problem has proved to be a vexing one 
for the courts to The 


conflicting and gone off on 
different tangents. The Bureau itself 
not seem to be too sure ot 
quires. In October, 1952, and in 
articles on the 
Taxes.” The 


solve decisions are 


have several 
does 
what it re 
April, 1953 


two appeared in 


subject 
author of the second one 
a reconciliation of the various 
decisions and the various Bureau rulings is 
out of the question. He stresses the fact, 
however, that the test of intent as laid down in 


the Bogardus case ® “has never been rejected.” 


concedes that 


The question of whether an option given 
to an employee to purchase the stock of his 


employer corporation is to be regarded as 


the nontaxable sale to him of a proprietary 
interest in the 
pensation to 
on intent. 
point ™ 


firm or as 
him is 


additional 
almost 
There are a number of 
which cannot be discussed here be 


com 


based entirely 


cases in 


Ouchterloney (p. 789), and the 
Deathly’ Benefit Payments,” 
by Arthur Susswein (p. 283) 
* Cited at footnote 47. 
© Abraham 


second 
was 


one 
written 


Rosenberg, CCH Dec. 19,560, 20 
rc No. 2 41953): Painter v. Campbell, 53-1 
usyc © 9274, 110 F. Supp. 503 (DC Tex.): 

v. Commissioner, 53-1 ustc % 9309, 
1 (CA-6) 


Nelson 
203 F. (2d) 





cause Of considerations of 


space. It may 
be pointed out, however, that the problem is 
fundamentally one of proof 
effort should be spared to 


necessary evidentiary data 


and that no 


assemble the 


Section 102 of the Code tax- 


payers with what often is a harassing prob 


presents 


lem. It imposes a tax, in addition to regu 


lar income tax, On corporations at rates 


ranging from 27% per cent to 38% per 


cent im cases where the 


corporation has 
surplus. The 
“improperly” is so broad in its con- 


“improperly” accumulated a 
word 
notations as all too frequently to place tax 


payers in a quandary as how 
interpret or apply it 


lem tor the 


prec isely to 
It has posed a prol 

courts no less troublesome for 
Bureau has 
endeavored to aid the taxpayel by listing no 
less different tests to be applied 
in such situations Writers on tax matters 
and, in their 
contribution, have de 


them than tor taxpayers The 


than five 


have taken up the cudgels 


efforts to make thei 


livered a steady stream of disquisitions on 


the subject 


Yet, tor all 


much « 


this, the 


solution 


problem is not to 
than it 
this is that the matter is too 
fluid and expansive to be in any 


loser to ever was 
lhe reason for 
wise defini- 
tively encompassed 
tially 


necessity be 


The problem is essen- 


factual in nature kKach case must ot 
decided more oO! 


Since the 


less on its 


wh merits factual patterns of 
exactly alike, 
precedents are limited help. The 
laid Depart 
ment are not now and probably never can 


be suthciently 


As if all the 


the statut« 


any two cases are seldom 
only Of 
tests 


down by the Treasury 


conclusive or precis¢ 


were not enough, 
itself prescribes as the criterion 


loregome 


for its construction intent coupled with a 
factual or added 
definition. Subsection 
forth that the law 
such corporation, 


broad as to 
(a) of the stat 
becomes effec 


element so 
dety 
ute sets 
created 
for the 
purpose of preventing the imposition of the 
surtax upon its shareholders, or the 


however 
or organized, is formed or availed of 


tive “It 


share- 
corporation, through 
the medium of permitting earnings or profits 
divided or 


holders ol any other 


instead of being 


to accumulate 
distributed 


Subsection (c) of the enactment explains 


this further, as follows 


“Evidence Determinative of 
The fact that the 
corporation are 


Purpose.- - 
earnings or profits of a 


permitted to accumulate 


'T. D. 4914, 1939-2 CB 108, 
r. D. 5398, 1944 CB 194 


312 


as amended by 


April, 1954 @ 


Where a Section 102 situation 

arises, there is no substitute for a 
careful study of the cases. Where 
this cannot be done or where the 
cases cannot be squared with the one 
at hand, then it is submitted that 
common sense is, as a practical 
matter, as decisive an ultimate test 

as any yet formulated. 


business 
the purpose to 


needs of the 
determinative of 


be yond the reasonable 


shall be 


avoid surtax upon shareholders unless the 


by the 
shall 


corporation clear preponde 


prove to the 


rance oO 


the evidence contrary 


Independent of the element of intent, the 


Commissioner has virtually conceded, 1 
111, Section 29.102-3, that the 


needs of the 


Regulations 


clause “reasonable business” is 


so wide in reach beyond the 


definition He 


scope as to 


realm of mere then adds 


“No attempt is here made to enumerate 
all of the 


ot a corporation may be 


ways in which earnings or profits 
accumulated for the 


needs of the 


Mr. Charles S$ 
TAXEs,” 


reasonable business 


; Lowrimore, writing t 
was only expressing a unanimity of 
opinion when he conceded that the problem 


defeated him He ( losed his art le as follows 


“It can be confidently said that no exact 


method has ever been devised for dete: 


mining or precisely 


measuring the reasor 


able needs of a business 


Section 102 situatio1 
substitute for a 


Of course, where a 


arises, there is no careful 


study of the But where, for one rea 


son or another, this cannot be done or where 


cases 


the cases cannot be squared with the one 
at hand, then it is submitted that commot 
sense iS, aS a practical matter, as decisive 
an ultimate test as any vet 
Counsel would 
event, but flatly 
of the corporate taxpayer exactly what they 
propose to do with the money. If, im an 
swer thereto, they offer a presentable busi 
purpose, then it would be to 
interest to take concrete measures toward 
effecting that purpose by specific deeds and 
not mere words. If their object is to make 
future then it 
incumbent on that 


irom specu 


formulated 
that 
to ask the representatives 


have no recourse, in 


ness their 


provision for 
will be 


contingencies, 
them to show 


their fears do not arise merely 


%°'The Penalty 
March, 1951, p. 215 
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lation but are bottomed on 


specific and 


clearly demonstrable facts. Otherwise, the 
had best consider the 
bility of distributing the surplus, 
| 


dividends or 


corporation advisa 


whether 


torm ot otherwise. It 


observed, however, that in ce 


rtain 


t may be in the 


is 1 


interest of the 


poration either to take no steps 


the assessment ot the tax or else, 


rnative, to expend the surplus 


object of promoting good will fo 


itself and thus mal t itur or 
t an nt lake 1tS tuture more 


secure 


While it is unfortunate that. as a general 


position, nothing more explicit than the 
ng can be offered, this is not to say 


exercise of ood 


judgment would 
\iter all, protes 
able, if 


of invaluable aid 


mal counsel should be necessity 


lictates, to do more than slavishly adhere at 


ill times to a set format 


laxpavers, on the fully 
implications ot 
partnerships, as exemplified by the 
thaus™ and Tower 


nation in the 


whole, are con 


scious ot the income tax 


family 
‘cases and their cul 
Supreme 
Here the 
the head of a 


Court’s Culbertson 


decision.” was whethe1 
had 
formed a partnership was alone to be taxed 
on the income of the partnership. The 
Bureau in these situations sought to impute 
entire partnership income to the 


the family, notwithstanding the 


que stion 


family whose members 


head oft 
provisions 
of the partnership agreement, on the theory 
that, by virtue of his position as head of 
the family, the taxpayer in effect controlled 
t! and the income 
In deciding the 
Court held 
prime such situa 
tions was whether or not there has been an 
onest part of all the 
and, more particu 
larly, on the part of the head of the family, 
truly to enter into a partnership agreement 
The Culbertson ruling was modified by stat 
ute in 1951 now incorporated in the Code.” 
But even with the 


ie partnership enterprise 
derived from its operations. 
Culbertson case, the 


+ 


Supreme 
hat one of the tests in 
intention on the 


members of the family 


modification, “intent,” as 
formulated for this purpose by the Supreme 
Court, still plays a vital role in family part 


nership questions 
\ striking 
family partnership situation to give intent due 


Sam H 
name of 


example ot the failure in a 
consideration is 
Miller, reported 
Viller v. Commissioner 


this 


the recent case of 


also under the 


Over a period of 


several years, case has been bandied 


83 Tusthaus v. Commissioner, 46-1 ustc § 9190, 
an 


327 U. S. 293 


* Tower 1 


Commissioner, 46-1 ust © 9189 


327 U. S. 280 


Intent 


back and forth between the Tax Court and 
the Sixth Circuit 
presumed to be 
and not the 


The procedure may be 
expensive, time 
best thing in the 
the taxpayer’s nervous system. Thus far, 
both the Sixth and the Tax Court 
have each passed on the case twice, and the 
end is not vet nigh 


It appears likely 
eventually prevail 
will 
the foregoing 


taken the 


consuming 
world for 


Circuit 


will 
how 


that the taxpaye1 
Even wf he 
only be at the expense of all 


Had the 


accumulate 


does, 
ever, it 
litigation 
troubl. to 
of the requisite 


taxpayer 
evidence 


intent as his transactions 


progressed, he would quite likely have saved 
himself all this More 
that, he might able to convince 
the Bureau of the soundness of his position 
without having had to take 


appeal to the courts at all 


discomfiture than 


have bec n 


recourse to an 


Very briefly, in the 
that 


Miller case it appears 


a grandfather had put some money in 
a business for the benefit of his grandchil 
and had then induced 


wite, the owners of the 


dren and 


and the 
execute 


husband 
busine Ss 
parents ot the 
trust 


grandchildren, to 
instruments in favor of the 
children. Vhe Sixth Circuit, in 
the case back to the 


grand 
remanding 
Tax Court for 
, stated as follows: 


“Tf the Millers 
struments for 
for their 


the sec 
ond time 


executed these trust in 
the benefit of their children, 
financial and to 


interest in business and 


security, give 


them an the drug 
an incentive to engage 
are valid, and it follows 
thereby intended to 


partnership 


therein, these trusts 
that the Millers 
form a business 
with their children, o1 
themselves as trustees of the 


real 
with 
children. We 
are of the opinion that the evidence clearly 


discloses that such was their intent.” 


Apparently, 
such intent 
to the 
that the 
have 


The 


tional 


disclosure of 
been quite so 
This would indicate 
support of it could 
more substantial than it was 

Viller case is by no 
One may 


however, the 
had not 
Court 

evidence in 


clear 
Tax 


bec n 


means excep 


select advance 
sheets at random and confidently expect to 
find therein at 


nership holding. 


any set ol 


least 


one new family part 


A recurring situation embraces the com 
bined and leasing of property Phe 
usually whether 
made by the so-called lessee to the 


sale 


issue here is 


payments 
So called 


* Culbertson v. Commissioner, 49-1 ustc © 9323 
337 U. S. 733 

“ Code Sec. 191 

*S3-1 ustc © 9261, 203 F. (2d) 350 (CA-6) 
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lessor are to be deemed payments of rent 
or installment payments of purchase price 
In the former instance, such payments may 
be deducted by the so-called lessee as rental 
expense ordinary in 
the latter instance, 
may not deduct 
purposes, since 
they are then deemed to be capital expendi- 
tures. Depending on the facts of the situa 
tion, the may, in the latter 
event, report such receipts as 


or loss 
Not 


was presented to the solu 


tion.” =—‘The for its part, predi 
cated its decision entirely on the 
mtent of the 


Holding in 
Court 


and are regarded as 
come to the 
the so-called 


payments tor 


lessor In 
lessee such 


income tax 


so-called lessor 


a capital gain 
as the case may be 


very long azo just Such a problem 
Tax Court for 


Tax Court, 
determinable 
parties to the transaction 
favor of the taxpayer, the 
pointed out that both 


indicated consistently by thei 


‘Tax 
had 
many actions 
years that had 


their agreement to be 
and had always regarded it 


parties 


for approximately 20 
originally 


they 
intended 


as a lease under 


vhich payments 


were rentals 


Che question, however, that keeps intrud 
inge itself is What would 


this case 


have been the 
had the 
another 


after the 


outcome ot parties fol 


terminated 
expiration ot 


one reason or their 
transactions two or 


three years, let us say? It seems reasonable 
to conclude, in the light of the fact that 
the burden of proof is on the taxpayer, that 
it these had extended over a 
relatively short period of time, the taxpayer 
might not 


transactions 


have fared so 


well; tor ina 


comparable situation, 


had 


found himself 


where no other evi 


dence of intent been forthcoming, the 


taxpayer rebuffed by the 


court 


Thus, in Steve Lodzieski,” the 
1920 acquired 


under the terms of a 99-year 


taxpaver in 


possession Of real 


property 
“lease.” The 
agreement called for annual 


$3,900 for the 


. 


“rental” pay 
ments oft hirst 


$4,200 


five years 


annual “rental” 


payments for the 
succeeding ten years and $4,500 annual pay 


ments for the The 


buildings on 


balance of the “lease 


“Te SSCC ‘4 


covenanted to erect 


the property in the 
$40,000 


value of not less than 


and was given an option to put 


chase the property upon payment of $70,000 


if the option was exercised within the first 


15 years, or upon payment of $80,000 at any 


time thereafter The 


option to pure hase, 
* Walburga Oesterreich, CCH Dec 

12 TCM 277 (1953) 
*CCH Dee. 14,173(M) 
“oe Vills, CCH 


(1948); Chicago Stoker 


17,542, 14 TC 441 
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19,522(M) 


3 TCM 1056 (1944) 

Dec. 16,485, 11 TC 25 
CCH Dec 
UcWaters 


Judson 
Corporation 


William A 


(1950) 


April, 


1954 °@ 


aiter some negotiations between the parties 
which resulted in its 
ercised in 1940 


modification, was ex 


The Tax Court decided the case in favor 
of the that the 
payments purchase 
that the 
was the inten 
kind of 


purchase and 


Commissioner and ruled 
to apply on the 
court found 
that it 


parties to set up a 


were 
The 
“demonstrate 
tion of the 


escrow 


price tacts 


clearly 


agreement” for the 
sale of the property. 


While “intention” might been 
“clearly” demonstrated to the Tax Court, 
it may be safely assumed that there may be 
many who would contend that the 
neither “clearly” nor otherwise demonstrate 
any such “intention” to them. 
find it difficult to reconcile the 
and Lodzieski holdings 


this have 


tacts 


They might 


Vesterreicl 


What makes the thesis of the 
in the Lodzieski case 
accept 1s this 


Tax Court 
even more difficult to 
The fact that in their agree 

ment the parties consistently the: 

selves as and and the 
“rentals” did not seem to trouble 
the court at all. As far as the 
concerned, this 


desc ribed 
“lessor” “lessee” 


payments as 


court was 


fact was not 
indication that the execution of a 
had intended. The court was 
almost blunt in its dismissal of this aspect 


It said: 


even so much 
as an 
lease been 


of the case 


“The used by the parties in 
describing their relationship to one anothe1 
in this agreement is not 
the court.” 


terminology 


binding upon 


The Tax Court has considered a numbe1 
of cases comparable to Oesterreich and Lod 
teski.” In virtually all of them the 
ence or absence of intent was 
if not the controlling factor 


some 


pres 
a substantial 
The fact that 
were registered by 
some of the judges in a number of these 
cases 1S not ot 


vigorous dissents 


much 


too consolation to 


the taxpayer 
Apropos of the 
Mills® is 
Here the 
pitfall only to 
other He« 
that proper 


foregoing, the 
worthy of 


case ol 
fudson careful study. 
taxpayer managed to side step one 


plunge headlong into an 
was apparently aware of the fact 
intent 


was a element in 


pos 
sup- 
ove rlooke d, 


vital 


his case and se:ms to have 


been in 
session of a plenitude of evidence to 


port it. What he apparently 
CCH Dec. 17,736, 2 TCM 507 (1950): Louis E 
Whitham, CCH Dec. 18,199, 10 TCM 250 (1951) 
Holeproof Hosiery Company, CCH Dec. 3825, 11 
BTA 547: Gilken Corporation, CCH Dec. 16,296 
10 TC 445 (1948) 

Cited at preceding footnote 
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The Bureau does not believe that 
defeat necessarily means surrender. 
It virtually never surrenders 

when it feels strongly enough about 
an issue, Mr. Fischer writes. 


the fact 
substantive 


however, that intent 
problem but an ad 
other 


evidence 1s 


was poses 
ot only a 
jectival 
matter of 


ble or 


the situation 


well; in 
law, not all 


one as words, as a 
admissi 
material, depending on the facts of 
Had the taxpayer 
fact that there are 

he n 


borne in 
mind the rules of evidence 
ight well have prevailed 


m Mills the taxpayer company, a 
textile producer, obtained possession of new 
machinery under the 


terms of agreements 


whereby it was required 
called 
machinery for a period of 
which it 


machinery 


captioned “leases, 


to make certain monthly 
rentals” on the 


about 


payments 


five years, after 
title to the 
a relatively small additional 
Had the taxpayer 
dence of the 
might 


could ac 
payment 
amount. 
company adduced 
of the property, it 
able to retrieve the 
did not, the court, 
decision, found as a tact 
that the taxpayer company had acquired an 
equitable interest in the 


quire upon 


evi 

rental value 
have be en 
But 


hive-to-1our 


well 
situation since it 


ima 


machinery in 
sideration of the payments made and that, 
therefore, “it matters 


con- 


not whether the con- 


tract was in the 


ora condi- 
intention of the 


form of a lease 


tional sale or what was the 


2962 


parties. . 


\ variation of the 
vitt 


sale-lease situation is 


back 


lhe most publicized example of this type 


the sale or and lease transaction 


th: ( the 


which “sells” 


of transaction 1s department 
building to 
bac k 


lease, 


store 
financial 
under the 


SOom«¢ 


agency and leases it 


provisions of a long-term 
alternative, 
“vit to ea 
back 
the 
benefit 
of rental and other deductions provided for 


isually for 99 years In the 


property is presented as a 


charitable institution and then leased 


much the same way. The object otf 


arrangement, brie fly, is to obtain the 


Cf. Lemon v, I S., 53-1 vs © 9305 


) 


(pe 
Skemp 1 Commissioner, 
168 F. (2d) 598 (CCA-7) 
sioner, 5O-1 ustc { 9219 
cert, den. 340 U.S. 814 
“Cf. Carey, ‘Current 
Gift and 3ack 
ings of the York University Ninth 
Institute on Federal Taxation (1950), p. 959 
Bloom A Consideration of Lease-Backs Under 
the 1950 Revenue Act Boston University Lau 


48-1 ustc { 
Brown 1 
180 F. (2d) 


9300 
Commis 
926 (CA-3) 


Problems in 
Transactions,"’ 


Sale, or 
Proceed 
Annual 


Lease 


Veu 


Intent 


by the income tax laws not. otherwis« 
the taxpayer \ further ad 
vantage, at least in the sale and lease-back 
arrangement, is the procurement of ready 


capital unrestricted as to use o1 application 


available to 


[he issue had been squarely presented 
or so it to two different circuits,” 
both of which, each time reversing the Tax 
Court, held the made by the 


to be rentals deductible for income 


seemed 


payments 
grantor 
tax purposes. Taxpayers, feeling secure in 
the belief that they enjoyed the support ot 
the courts, proceeded to extend the idea and 
to use it with 


increasing trequency 


hey are apparently unaware of one chat 
acteristic attitude of the Deteat 
not mean The 
Bureau virtually never when it 
Tt thre 
challenged on the 
issue, it will, if necessary, bide its time and 


Bureau 


does necessarily surre nder 
surrenders 
feels strongly enough about an issuc 
s}ureau its successfully 
ittack again when circumstances are propitious 
as though there had been an initia! 
set-back. Ill-concealed hints from a number 
of quarters™ that 
ot this saving 
Not even the reference by the 
Yale Law Journal to this “gimmick” ® seems 
particularly to the 


never 


danger lurked in the us« 


tax 


device seemed to fall on 


deat ears. 
ardor 


have dampened 


for its utilization 


It may not be out of place, therefore, to 
note that the Bureau has already begun to 
recover lost ground. In White v. Fitzpatrick‘ 
Second this time sustained the 
Treasury The court maintained 
that the case at bar was distinguishable from 
the Skemp and Brown decisions.” At the 
Second Circuit 

the fact that, 
in accord with the 
Seventh Third Circuits; 
Second Circuit remarked drily that 
ind Skemp cases criticized 
discussions in 51 Col. | 
247 and 59 Yale | J. 1529.” 


In the White case, the 


a gift to his 


Circuit 
Department 


the 


same time, however, the 


made no effort to disguise 


im any not 


event, it was 
views of the 
for the 


the Br an 


and 


in reasoned Rev 


made 

and 
real property 
with a back 
of the right to manufacture and sell under 


taxpayel 


wife of a patent 


money to purchase certain 


used in his’ business lease 


Review, November, 1951, p. 482; 
itable Foundations, Tax 
Expediency West 
vember 1949 p 
987 


Eaton Char 
Avoidance and Business 
Virginia Law Review, No 
809 and December, 1949, p 


The Gift and Lease-Back 
Avoidance Gimmick,’ 59 Yale Law 
(December, 1950) 

66 52-1 { 9103 


Ji UST 


A New Tax 
Journal 1529 
193 F. (2d) 398, cert. den 
242 11 S 928 
13 2 


Cited at footnote 63 





+} 


and a lease-back of the 


Affirming the 


the Second Circuit 


«¢ patent realty 
decision of the district court, 
held that the 
valid basis for the 
deduction of the rent and the royalties paid 
by the taxpayer to his wife. It is true 


that 
the Second Circuit to a degree bot 


arrange 


ment did not form a 


large 


tomed tact 


its holding on the 
payer, as head of the 
effective control It 
that the 

grounded in its 


really 


as to 1s 


that the tax 
still 
is equally 
court’s holding 
belief that the taxpayer 
intended to transfer title to the 
wile The 


lamily, retained 


true, how 


ever, 


Was also 


never 
court said 
Assignment and gift cannot be 
their 


whereby the 


divorced 


vy tax purposes trom accompanying 


agreements husband retained 
And in fact the plaintiff never 


that it should be 


aomimnion 


ite nce d 


Some may contend that 


White case is 
situation that can have no 
They 

in the thesis 

nd Brown cases 


and 


spc ial 


lication 


CTC ral 
to place thei 
both the White 


was applied tor 


may 
that in 


certiorari 


preter 


de Tii¢ d and 


eretore, bet} ma 


It is te be hoped 


Noose tO ASSULITNE I 
ittitucde vill disappointed 


1 


lestion of intent in Capital transac 


ulting in a capital gain or capital 
disting 


uished from ordinary incom 


dinary loss) 1s not 


ce mipl tely ul derstood 


gain and or always 


One of the reasons 


wr this is that 
but a 


intent here 1s not a stati 


variable one It is mercuric 


way it shifts about and extends and 
contracts itself. Another reason 


the ditheulty 


may he u 
of explaining the meaning ot 


a capital asset in a handtul 


ords 


sentences 


much less in a handful of 


Capital assets and capital transactions are 
dealt with Section 117 of the 
Code he manner in which this Code se 
tion approaches the 


simple 


ene rally In 


subject rules out any 


explanation of it, tor the Statute 
defines capital assets and capital transactions 
by exclusion rather The 


subject as follows 


FINITIONS.—as 


than by inclusion 


statute introduces the 


“(a) DI 


( haptet 


used in this 


“(1) Capital Assets the 


term ‘capital 
assets’ means property held by the taxpayer 


but doe Ss not 


What is not 


by four 


include 


then 
under the 
alphabet, 


included is explained 


first 
capitalized 


subdivisions four 


letters ot the This 


*® Phillip W 
1130 (1946); 


316 


McAbee, CCH 
William G. H 


Dec. 14,854, 5 TC 
Finch, CCH Dec 


April, 


1954 °@ 


The question of intent in capital 
transactions resulting in a capital 
gain or loss is not always completely 
understood. One of the reasons for 
this: Intent here is not a static 
factor but a variable one. It is 
mercuric in the way it shifts about 
and extends and contracts itself. 


is followed by 15 
with the letter 
the small letter “p.’ 


subsections beginning 


small “b” and ending 


with 
These subsections deal 
with specialized situations in which capital 
assets and capital transactions may be 
to subsist. All the 
Section 117 of the 

and not a tew are 


take 


said 
foregoing subsections of 
highly technical 
quite complex. It will 
them to be 


Code are 
many years tor clarified 

However, as 
point (but 


may be 


a fairly presentable Starting 
only as a 
that 


“starting 


point’), 
said | 


where an asset 1s it 


primarily tor sale to customers 


payer in the ordinary course ot 


or business, that asset, whether realty o 


personalty, may be 


regarded as having begun 


to assume some ot the 


Stated diffe: 


taxpayer treats an asset 


aspects ot I 
ordinary asset 
ently, if the 
what in the 


otherwise not 
some 


manner in which a 


merchant 


treats his stock in trade, 
possibility that 
payer is an ordinary asset 


marke d 


there is a marke 


such asset ; o such tay 


rwist 
is a possibility 


taxpayer the asset may 


\ capital gain ot 


loss, 


be, Can Corrie into existence only 

sale or other disposition of a capital 
In other words, 
there 
There 


transaction 


unless a capital 


asst 


transferred, can be no capital tr: 


action can then be only 


an ordinar\ 
ordinary gain or loss 
What is often lost sight of, however, 


W 


and an 


is the 


fact that there is no such thing as a capital 


asset in the absolute. The question is purel 


relative and intent is usually a sine qua non 


\ given asset in the hands of one person 


may be as to such person 


versa In the 


a Cap tal asset, 


or vice hands of anothe 


person that self-same asset may be an ordi 


nary 


asset, and vice versa. Similarly, a 


given asset in the hands of a 


particular 
individual may be a capital asset as to him 


at an earlier date and change to an ordinary 


date, and 
the determination 


asset as to later 


In each instance s 


him at a Vice 


‘ 6s 
versa 


12,908-K, 1 TCM 191 
Cartney, CCH Dec 


(1942) Charles E. Mc- 
16,844, 12 TC 320 (1949) 
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pends on the surrounding facts and ci 


cumstances including, of course, the requisite 
The fact that the 


buyer may be one 


redetermined intent 
the hands of the 
ither kind of an 


sole 


asset is immaterial 
alwavs 1s the 


ot the 


question nature ol 
hands 


S¢ lls it ” 


the asset in the 
that he 


seller at tl 
time 
Section 117(j) of the Code is one that is 


tT 


frequently invoked by taxpayers. Subsection 


(}) creates a hybrid asset. If 


assets disposed of by the 


any of the 
taxpayer during 


his taxable year fall 


within the ambit of 


this subsection, his gains and losses arising 
therefrom are set off 
lt the net 
sucl 


against one another 


result is a gain, he may report 
1 gain as a long-term capital gain taxable 


at long-term capital gain But if the 
deduct that loss 
ordinary 


rates 


net result is a loss, he may 


as an ordinary 


trom mcoime 


Only certain technical distinctions differen 
117(a) 117()) 
intent important a 
application of Section 117(j) as 
oes in the application of Section 117(a), 
if skillfully handled, this 


may be the means of 


tliat section 


trom Section 


In any event, 


irt in the 


plays as 


subsection of 
effecting 
tax SaVvINngs 


CONTE 
little I for the reason 
this 
petard 
it is he 
that the 
disregarded for 
lack of per intent, the 


€ ommission on this occasion 


Commissioner in instance 
imself on his 


the tact 


owl Losing 


that who is con 


contending 


vers should be 


actions ot tax 
tax purposes 
because the 
stipulated 

thereby 


the prope! 


urt, because he 
n of establishing 


taxpayer to hims¢ lf 


rporation Was engaged 


business of raising and selling cattle, 


and wool argued that 
iin heifers rad 1 wet not raised 
sale but ) \ or 
and that it had sold the 
drought conditions in 1946 had 


unexpected 


primarily breeding 


urposes 
ury r 


heifers 


I ly be cause 


placed an limitation on range 


capacity Ihe 


Commissioner argue how 


*®” Pacific Affiliate, Inc CCH 
rc 245 (1953) Varks 
CCH Dec. 17,071, 12 TC 1196 (1949); Ehrman 1 
Commissioner, 41-2 ust * 9537. 120 F. (2d) 607 
(CCA-9), cert. den. 314 U. S. 668: Reuben Eck 
strom, CCH Dec. 19,496(M), 12 TCM 214 (1953) 
Robert W. Dillon, CCH Dec. 19,544(M), 12 TCM 
338 (1953) 


°*See. in 


Dec. 19,295, 19 


Car Company, Inc 


this connection, Stapleton, 
of Rental Property and Section 117 (j) 
May, 1951, p. 379: Robinson, ‘‘Section 117 (j) 
The Taxpayer's Friend,’ 39 California Lau 
Review 528 (December, 1951). Cf. the Eckstrom 


Sales 
"* "TAXES 


Intent 


ever, that the drought conditions had been 
or should have been foreseen and that, there 
fore, it that the tax 


primarily tor 


was to be concluded 
held the cattle 


ie ordinary 


payer 
t] 


sale in 


course of business. The 


court 


said of the Commissioner’s argument 


“Assuming that this might be a reasonabl 


[ the taxpayer | 
burden of proof, respondent 


Inference where 


petitioner 
has the 


[ the 
deficiency 


entire 
Commissioner] by conceding in his 
598 out of 824 heifers 


sold in 1946 were held for use in petitioner’s 


notice that 
trade or business has undertaken the burden 
tf proving the facts to that 


which on this record seems to us to include 


relevant extent 


proot of the necessary 
ot the petitioner 


intent on the part 


us burden has certainly 
I} | 1 | t 


not been borne 


In short, the was saved only by 


virtue ot a 


taxpayel 


technical error in’ procedure 


made by the Commissioner Phi 


unusual 


denouement of the case points up, as 


lew 
ther things could, how important a com 


ponent intent is in such matters.” 


Phat the 
had to 


requisite 


taxpayer would otherwise have 


bear the onus of establishing the 
intent is clear not only trom the 


court’s language in the foregoing quotation 


but also from holdings in many other cases 


\s an example, it held that the 
that originally ace 
only tor 


has been 


property was not 
resale but 


factor 


quired for investment, 


though a favorable to the 


taxpayer, 
is not decisive and of little importance where 
that he 


about it 


the evidence shows subsequently 


change d his mind 


\nother 


Oestre 


striking example is the case ot 
Here a 
reduction ot 
bond 


some ot these notes 


€ a 
sue d 


paid principal of its 


cher corporation 1s 


notes in part of an 


ISsuc lhe tax 
sold 


them and reported his profit as a capital 
gain. The Commissioner 


aver, a holder ol 


contended that the 


gain was ordinary 


income since the notes 


were not in registered form as required by 
117(f) of the Code. The « held 
of the taxpayer on the ground that 
printed matter appearing on the 


stated that the 


section ourt 


in TtTavot 


face of the 


notes notes were registered 


and Dillon 
note 

) Deseret Livestock Company, CoH Dec. 19,534 
(M), 12 TCM 310 (1953) 

Cf. Fox 1 Commissioner, 
198 F. (2d) 719 (CA-4) 

C. BE. Mauldin, CCH Dee 
(1951), aff'd 52-1 ust 
(CA-10) White 1 Commissioner, 4%1 
{ 9183, 172 F. (2d) 629 (CA-5), aff'g CCH 
16,052(M), 6 TCM 1088 (1947) 

* CCH Dec. 19,561, 20 TC No. 3 (1953) 


cuses, cited at the preceding foot 


52-2 ustc % 9423 
18,191, 16 TC 698 
§ 9258, 195 F. (2d) 714 


Dec 
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transterable only on the books of 


‘The held that 
the corporation’s intent to issue registered 
nullified by the 


that it 
to comply with the stamp tax 


corporation court 


also 


notes 
had 


provisions of the Code, 


was not 


fail d 


lact 


hich require the 


athxing ot revenue stamps to such instru 


ments 


While the 


it is obvious that he 


taxpayer finally 


prevailed he re, 
had a narrow 
He had lost sight, at least in one 


or the 


es ape 
re gard, 
element of 


intent and of the eviden 


aspects thereot, with the consequence 
forced to detend himself against 


the Bureau 

section 7 
Section 318(a) 
Code 


publicized for the 


in generally with 
112(n) as added 

Revenue \ct of 195] 
has been 


hat, by 


section 


Chis new 
videly 
Virtue of its provisions, gain 

sale « \ ised by the tax 
as his principal residence is exempt 


rom tax if within one year date 


from the 


of the sale the taxpayer uses the proceeds 


ot the sale to purchase inother such rest 
dence 


What the 
1 


vised 18 that, again, 


public has not been ad 
intent has been injected 
into the very vitals of the act. The 
need not be 


taxpayel 


concerned in clear-cut situa 


tions. But where the situation is not clear 
cut, it is to his marked advantage to make 
t definite what he 


ind to 


decision as to desires 
make 


supported by 


sure that his decision is well 


evidence. If the intention of 


the taxpayer has been to use the property 
thus ] 


id as his principal residence and he 


incurs a loss on its sale, that loss is deduct 


ible for no purpose whatsoever lf a gain 
is realized, that gain is reportablk 


as noted, the 


at capital 
gain rates unless, proceeds of 


the sale within one year are 


used to pur 


chase compart ible 


property 


However, if the transaction was entered 
profit, the results are quite different 
fully 
loss. If the ulti 
mate result proves to be a profit, that profit 
is reportable as and the 


112(n) of the 


In that event, any loss sustained is 


deductible as an ordinary 


ordinary income 


relief section 


Code 


provisions of 
do not apply ” 
Virtually the 


o much so, in 


only eri 101 re 1s intent 


tact, that at least on one 


the court determined intent by 
> Regs. 111, Se 

Heiner 1 

Pittsburgh, 


(1928) 


23(e)-1 Code Sec. 117 (a) 
Tindle and Union Trust Company of 
Exr’s, 1 ustc {§ 299, 276 U. S. 582 


Shaw Sale or Other Disposition of Resi- 
dential Property Proceedings of the Univer 
sity of Southern California Tag Institute (1951) 
p. 315 


318 April, 


1954 °@ 


. . the government says to the 
taxpayer with shrewd benevolence, 

‘if you intend to benefit us 

by producing profits, you may take 
your loss’ . . . .'’—Weir v. 
Commissioner, 40-1 USTC J 9200, 109 
F. (2d) 996 (CCA-3). 


taking recourse to a metaphysical reckon 
ing. On that occasion the taxpayel! had sold 
her house at to be able to 
deduct that loss in full as an ordinary 
she attempted to that she 

quired the residence for a business purpose; 
that is to \ had entered 
original transaction for 

turned her away with the 


Wonderland language 


“Here the future 
use of the property was clearly subsidiary, 
only on the 
Her attitude 
White Knight 


on his horse because, he 


a loss. In order 
loss. 
show had ac 
say, she into the 
proht The 


following Alice in 


court 


prospect ota business 


edge of the taxpayer’s mind 
unlike that of the 
mouse 


was not 


who carried a trap 
said, ‘it is well to 


be provided for everything’.” 
The moral of the holding 


to be 


might be said 
not only that intent must be 
but also that wide the 
of his brain and push intent in—wit! 
if needs be.™ 


present 
the taxpayer open 
portals 


a ramrod 


The subject ot deductible 


expehses allt 
losses 1s covered generally by 
of the Code Chis 


divided into no 


Section 23 

section, m its turn, 15S 

than 32 subsections 
rT ” “oe y ” 

from “(a)” to “(ff) Obviously, 


so much territory cannot be covered in this 


less 
ranging 
paper. However, it may be noted that for 
cannot be 
transactions out ot 


the most part these deductions 


taken unless the which 
into for pront - 
This means nothing more or less than that 


intent 18 an 


they “entered 


arose were 


integral constituent of the 
though the 
employed in it 


Statute even 


word is nowhere 


Patently, one cannot 


“for 


very 


well ente: 
without and 
been the repeated 
In fact, the 


inception 


into a transaction profit’ 


intent: such, of course, has 
holding ot the ce 


Statute 


urts 


entire trom tS very 


is dovetailed with intent As the 


Third Circuit observed 


Gevirtz v. Commissioner, 41-2 ust 
23 F. (2d) TOT (CCA-2) 

* Cf. two recent decisions which, although 
not precisely within the ambit of Sec. 112 (n) 
ire nevertheless comparable—the Eckstrom and 
Dillon cases, cited at footnote 69 

% Weir v. Commissioner, 40-1 vust« 
F. (2d) 996 (CCA-3) 


" 9760, 


™ 9200, 109 
cert. den. 310 U. S. 637 
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the government 
with shrewd benevolence, ‘if 
intend to benefit us by 
you may take your loss’ 


says to the tax- 
you 


producing profits, 


payer 


The motive underlying the entire 


trans 
action must be shown in order to support 
the deduction and the word 
“transaction” embraces all phases of the tax- 
payer's relation to the 


claimed, 


subject matter, in- 
cluding his original purchase or acquisition 
and subsequent sale.” If the transaction 
was originally entered into for personal rea 
and later the changed his 


this change of mind must be 
61 


sons 


taxpayer 


mind, specifi 


cally shown 


lf, for example, the taxpayer 


originally leased an apartment fot 


personal use and latet 


his own 
sublet it to someone 
subletting the 
deductible.” But where 
purchased lots for building a 
listing the with brokers 
to change the use to which 
the lots could be put. To render his 
leductible, the should be 
panied by renting o1 


k SS 


else, the sustained in 


apartment may be 
the taxpayer 


home, merely 


lots 


vas insulhcient 


loss 
listing accom 
leasing, remodeling 
showing a clear-cut intention to change the 


character of the property.* 


Similarly, a transaction originally entered 


into tor proht become a 


thereafter 
Thus, property ac- 
quired for rental purposes and subsequently 
used as a 
deductible 
held ™ 
estate on the 
the decedent 
ing the fact 


acquire the 


may 


personal ” 


transaction 
residence will not produce a 
sold.” Phe Second 
loss sustained by an 
held by 


notwithstand 


when 
that a 


collection of a 


loss 
Circuit 
note 
was deductible, 
that the 
note tor 


decedent did = not 


prot The 
court was that 


majority 
since the 
that 

executor’s duty to realize the 


view of the estate 


Was a 


separate and 


taxpayer since it 


was the great 
est possible recovery, the profit motive came 
Judge Frank, however, took 
exception in a vigorous dissent. As might 
be expected, disagreement centered on in 


tent Justice Frank in his 


into being 


Said dissenting 


opinion 


hold that the 
motive’, as 


‘The courts 
[ ‘profit 
the Code] mean that the taxpaver’s motive 


‘state of mind’ is crucial, that a loss is 


quoted words 


used in Section 23 of 


“ Terry 1 U. 8., 4 ust 
183 (1934) 


7 1348, 10 F. Supp 


Heiner v. Tindle and Union Trust Company 
of Pittsburgh, Eaxr’s, cited at footnote 75 

2G. C. M. 22272, 1940-2 CB 214 
8% Jones v. Commissioner, 46-1 ust« 
F. (2d) 392 

“ Evans 1 


" 9114, 152 


Rothensies, 40-2 ustc © 9681, 114 F 


1942-1 CB 156 


not deductible if he lacked a dominant profit 
motive when he undertook the transaction 


because in 
that 


“IT dissent this case my col- 


rub requirement out of the 


leagues 
statute.” 


The fact that property is acquired by gift 
or inheritance is, by itself, neutral and does 
deductibility ot a 
subsequent sale. It is the 


not exclude loss on a 


nature of the 
property and the intention of the recipient 
at the time of acquisition that determine 
deductibility, all other things being equal 
Thus, ordinary investment 
though acquired by gift or 
normally to be 


ac quire d for the 


property, even 
inheritance, 1s 
regarded as having been 
purpose of profit unless 
the conduct of the recipient furnishes evi 
dence to the contrary 


the property 


The theory is that 
is the subject of the 
transfer was acquired by the original holder 
for the purpose of obtaining a satisfactory 
return on the and _ that, 
constitutes 
part of a transaction entered into for profit.” 
By virtue of the same rationale it 
held that where the 


which 


money invested 


therefore, its subsequent sale 
has been 
inherited a 
and never intended 


to make personal use of it but immediately 
listed it for 


taxpayer 


yacht,” or real property,” 


sale, a loss sustained on the 
deductible as a 
of a transaction entered into for 


sale was 


arising out 
pront 


loss 


The purchase of securities is ordinarily 


regarded as a transaction entered into for 
profit unless the taxpayer knew at the time 
that they were worthless.” On the othe: 
hand, the Second Circuit held that, although 
the acquisition of stock is a transaction 
entered into for profit, no loss is allowable 
if the manner of its 


abandonment of the 


disposition indicates 
profit motive. A tax 
intention at the 
may be, for 
gift and not to 


pay¢ r’s real 


time of dis 
, to make a 
even 


position example 


effect a 
some consideration may be 
therefor. In this particular 
taxpayer! assigned for 


sale though 
him 


instance,” the 


received by 


a nominal considera 
had declined 1 
judgment, the 


tion shares which 


value 


In passing 


court made. the 


following observation 
“The Supreme 


ductibility of 


Court has that ce 


[Code] 


said 


inder this 


losses 


“ Estate of Frank D 
, cited at footnote 4 
% Tanzer, CCH Dec. 9937, 27 BTA 244 
dismissed by Second Circuit, July 5, 1938 
% Estelle G. Marx, CCH Dec. 14,584, 5 TC 173 
% N. Stuart Campbell, CCH Dec. 14,614, 5 

TC 272 
Elizabeth B. MacDonald, CCH Dee, 15,253 
(M), 5 TCM 516 (1946) 
" Feine v. McGowan 


(2d) 738 


Waterman v. Commis 


sioner 


appeal 


" 9255, 188 F 
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‘whether the tax 
into the 

primarily profit’. Helvering v 
National Grocery ( [38-2 ust 


§ 9312], 
304 | S. 282 nd just as a trans 


into’ for profit 


motive in entering trans- 


action was 


action not red 


may 


become one bec ause of changed 
Hemmer 


one begun on that 


| circum 
Tindle, 276 U. S. 582 


tance 


basis may in 


law become one concluded 


Evans v. R 


241 958, 962.” 


conducted ort 
on some other 
3 Cir., 114 F. 

Moreover, the 


prime 


basis thensies 


motive here must be the 
motive and not 


Whe re, ior 


merely an incidental 


instance, the taxpayer's 
was primarily for pleas 


was not entered into 
was influenced 
which offered a_ profit 


resale.” So, too, payment ot 


merely because he 
Ww price 


possibilit on 


losses by an investment manager who guar 


anteed a client against losses was allowed 


3s sustained in 
profit.” The 
Bureau had 


as a ke a transaction entered 
into 


that the 


reason, appare ntly, 


been dubious of the 
client 
W here, 


interest in 


er’s alleged intent 
happened to be his 


other 


taxpay was that the 


sister 


in-law 


is al example, a minority 


the stock of a corporation controlled by an 


estate was sold to 


a valuable key employee 


as all 


inducement to remain with the cor- 


poration and maintain the 


endeavor to 
pronts, the 


Vas held to be 


corporation’s sale 


loss on the 
deductible Pursuant to 
the testator’s will, the sale was made under 
specified conditions at book 
turned out to be less than market 
the date of the 
held the entered 
profit.” It that in rendering 
its decision, the court devoted itself almost 
exclusively to 


which 
value on 


The 


value 


testator’s death. court 


sale to be one into tor 


may be noted 
determining whether or not 
and other forms of intent 


said to be 


“donative intent” 


( ould be 
With 


vhether or not 
taxable to the 


present 
regard to trusts, the 


Income 


question oft 
therefrom is to be 
under the Clifford 
regulations”™ need not be touched on here 
These regulations have been the subject ot 
discussion for 


grantor 


years and it may be assumed 


" Lihme 4 
Supp. 566 

" 58th Street Plaza 
18,138, 16 TC 469 
(2d) 724 

“ Kress v. Stanton, 51-2 ust " 9367 
Supp. 470 (DC Pa.), aff'd 52-1 ust 
F. (2d) 499 (CA-3) 

*™ Regs. 111, Sec. 22.22(a)-21 

Kennedy, Federal 

Trusts and Estates, p. 353 

" Morrissey v. C 
296 U. S. 344 


320 


Anderson, 36-2 ustc { 9516, 18 F 
Theatre, Inc CCH Dec 
aff'd 52-1 ustre { 9248, 195 F 


98 F 
* 9262, 196 


Income Taxation of 


ImMmissioner 


, 36-1 UsTi 
ntal Bark 4 


" 9020 


Contin Trust Com 


April, 


1954 °@ 


that there 1s a wide familiarity with them 


Independent of the Clifford regulations, the 
two most prevalent tax problems relative to 
trusts and trust whether 


eStates are, first, 


what is described as a “trust” may be r« 


garded as an taxable as 


poration and, sec ond, whether one or 


association 


trusts were created. 
Relative to the first point, “ 


prolific,” to 


, 
litigation 


tinues 4 


quote one authority 


on the run into the 


subject The cases now 
hundreds It 


i the trust 


may be said, however, that 


assumes certain corporate as 


pects—such as_ centralized 


management, 


transferability and continuity of 


interest 


and if the intent 


seems to be to create an 
entity which will enable the parties to carry 


on a_ business 


and divide the 
gains, then, in all probability, the trust will 
be held to be corporation.” 


here 


S1ions 


enterprise 


taxable as a 
deci 
difficult 
But the 
a busi 


borderline 
extremely 


are, of course, 
Many 
to reconcil 


many 
others are 
with one another. 
existence Of a purpose to carry on 
and divide the 
be said to be one element 


virtually all of them 


ness enterprise gains may 


common to 


lhe question of whether 
multiple trusts 
instrument is 
on the 


a single trust o1 


were created by a 


trust 
obviously 


intent of the 


dependent entirely 
grantor. It is usually 
advantageous to create several trusts rather 
than one trust since each trust is a separate 
taxable entity; and if trusts are 
rather than one, the higher income 
tax brackets are 
erally, the have 
in this regard, but some 


several 
created, 
Gen 
fairly liberal 
of them have been 
and there 


avoided 
be en 


thereby 

courts 
— us 4 

severe on occasion; 18S no Luar} 


antee that they will continue to be as liberal 


in the tuture as they have been in the past 


Care in the drafting of instruments 


trust 
should, therefore, be exercised. 


The subject of estates and estate tax plan 
ning is 
For 


seems to be 


deliberately being by passed here 
indefinable this 


fascinating one 


some reason subject 


a particularly 


for writers on tax matters. It is sate to 


say that more has been 


written (and is 


pany v. U. 8., 37-1 uste § 9235, 19 F. Supp. 15 
National Bank of Commerce, CCH Dec. 9259, 34 
BTA 119; Investment Trust of Mutual Invest 
ment Company v. Commissioner, 71 F. (2d) 1009 
(CCA-2 

*" Marian 
1033; 


Neal, CCH Dec 
Houston Land & Trust 
Dec. 9074, 33 BTA 73; J. C 
8066, 28 BTA 125, aff'd 35-1 1 9336, 77 F 
(2d) 473 (CCA-5); Hale v. Dominion National 
Bank, 51-1 ustre { 9137, 186 F. (2d) 374 (CA-6) 


10,910, 40 BTA 
Company, CCH 
Wynne, CCH Dec 


UST 
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The author warns against placing 
too severe a limitation on 

the exercise of the executor's or 
trustee's discretionary prerogatives. 


being written) on this phase of tax law 
than on any other. No useful purpose could 
this paper by adding to the 
material already 


Mention may, however, b« 


be served in 
abundance of availabl 
made of one or 
two collateral features. 


One attention is 


In the 
Section 812(c) 
Code makes provision in the follow 

credits to be given 
the decedent’s estate for property previously 


that has received little 
that of previously taxed property.” 
determination of estate 


of the 


taxes, 


ng manner tor certain 


+ 


taxed 


‘An amount 
operty (1) 


value of any 
part ot the 
person who died within 
years prior to the death of the decede nt, 

transferred to the 


equal to the 
forming 


gross 


ot any 


decedent by gilt 


five years prior to his death, where 


having 


from the 
from such prior decedent 


inheritan¢ e, or 


identified as 
ce ce de nt 


can be 
received by the 


by gilt, or 


nel 1 { 
such property 
heen 

it, bequest, devise, oO! 


can be identified as having been a 


in exchange for property so received.” 
le it is comparatively simple to deter 
whether or not property was received 
hin hive year by gift or inheritance, it 
difficult to 


the transferee’s 


establish the 


includes 


requently 
estate 


“can be identified” as th 


received 


take 

the 

decedent in 
securities left her 


father Che securities 


about $4 million She sold 


d commingled the 


ceeds it} other fund which 


} } 
: 3 as V Tii¢ I 


it if 

deposit in her bank At about the 

] hased other 
itl checks drawn o 


t. When she died in 1921, 


identifving her previously 


S 


securities, 


roperty Was a perple xing one 
the case back to the district 


Third Circuit stated that if no 


remanding 


court, the 


Cf. Bittker and Frankel 
Property and Federal 
Review 263 (March 
first article of its 
many a year 


‘Previously Taxed 
Estate Tax,"’ 
1953) 

kind to 


appear in print in 


Intent 


8 Tax Law 
This is probably the 


other 


necessary to 


evidence was available, it would be 
rely upon an analysis of the 


bank deposits and withdrawals. 


The Rodenbough hold 
ing to cases that followed only compounded 
the difficulty, for the reason that the grem 
lins of intent 
rhe 
is summed up by 
Frankel in an 
follows: 


application of the 


soon up to their usual 
Situation as it 


Messrs 


article ™ 


were 
mischief now stands 
Bittker and 


on the problem as 


the Rodenbough rule 
{that is which fol 
lowed], one is struck by the fact that persons 
in precisely the 


“In examining and 


its competitors , Cases 


same economic circum 
differently, depend 


someone 


stances will be treated 
whether 
that the 


reinvest his 


ing on can be found to 


testily desire 


decedent’s fondest 
inheritance or 
will assume that that 
The 
depositing the funds in 
and 


Was to upon 


whether a court was 


what he probably 


wanted deduction 


insured by 

a separate account 

investments.” 
Another 


that in the 
name of 


can be 


drawing on it for 


possibility that looms large is 


interest of what goes by the 
“estate tax planning,” the 


trustee’s 


execu 
tor’s or the freedom of 
restricted and 
self-defeating. It calls to 
an axiom pr¢ 


judge S 


action 
unduly thus 


prove 


mav be event 


ually mind 
pounded by the common law 
translated from the 


shalt not lay a dead 


libs rally 
“Thou 


future 


which, 
reads 


Latin, 
hand on the 


\ testator or the 


impose 


settlor of a trust may 


limitations in the belief that 
he endowed with 
enables him 

All too 

that he 


Unforeseen 


these 


singular omniscience 


to predetermine the 


often, however, it turns 


had overestimated his capacity 


' ' 
eventualities as likely as not 
arise and the executor or duty 


trustee, im 
bound to carry out the intent of the 


of the 


‘ 


maker 
instrument, finds himself powerless 


o cope with them 


It was primarily for the foregoing rea 


sons that the quoted axiom was 


formulated 
It acceunts, at least in part, for the creation 
Rule Against 


adoption of the Statute 5s of 


of the Perpesuities and the 


Mortmain } 


! 
(wilich 


hand” 


is Latin or French for dead and”) 


While the 
restriction, it is to be 
than the 


courts may on occasion lift a 


borne in mind that 


they, no less trustee or executo1 


el] ustc { 205. BD FEF 


m1 Cited at footnote 99 


(2d) 13 (CCA-3, 1928) 





are bound by the decedent's or donor’s in 


tent and that they, therefore, cannot always 
et aside the terms of a will or 


trust instru- 


ment 


In any event, it 1s not believed that even 
profound student of tax 
prescient as to be ahle to 


outlook than 


ahead, if much 


the most matters 


is So forecast 
the tax more 
that 


to do so five or 


two or three 


years Certainly no 
one 18 able 
hence He 


think 


lamitation on 


ten or 20 years 


would do well, therefore, to 


twice before 


placing too severe a 
the exercise of the executor’s 


or trustee’s discretionary prerogatives.” 
Much has been 
S ptegel™ 
volving, respectively, 
$49,410 in 


msue Was 


about the well 
Church cases in 
some $1,140,000 
taxes 


written 


known and 


and 


estate The question at 


How 


interest in the 


remote must a 
corpus ot a 
excluded from an estate for 


ax purpose s? 


rever 
s1onary trust 


be to be 


t 


estate 
Almost all the commentary 
two cases was devoted to theoriz 
that 
nowever, the cases 
in the first 
presumed to be 


on these 


ing about question. Quite 
would not 


instance 1 


possibly, 
have arisen 
the settlors had not 
able to 

and had 
powers in the 
the effect of the 


in these 


foresee future tax 


holdings more disere 
Fortunately, 


Supreme Court decisions 


Te posed 


tronary trustee 


two cases was 
™® Other 


always 


vitiated by an act 
taxpayers, 


well 


ot Congress however, 


may not fare so 


W hile 
be noted 


taxes aré 


that 


important, it 1s also to 


they are by no means the 
to be considered in the drafting 
will or of a The 
common law one of 
stable eras in the history of man 
kind. If the future events could 
that predicted, it certainly 
cannot be prognosticated in this age which 


nothing if it 1s not 


only factor 


Ot a trust instrument 


was evolved during 


the most 


course ot! 


not at time he 


is characterized by 


characterized by change 


Even if it could 


be assumed, that some profound 


therefore, 


student of taxes ts sapient enough to pre 


sage tax rulings to come and even if giving 


the executor or trustee leeway 


bill, it 


Wheeler, ‘Relative 
of Trusts That Qualify 
for the Marital Deduction,"’ TAXES, May 
1953, p. 373. (The article is a reprint of a lec 
ture delivered by the authors at the New York 
University Eleventh Annual Institute on Federal 
Taxation.) On page 377 the following language 
is to be found ‘Directing a trustee to accumu- 
late income or authorizing him to do so in his 
discretion has proved probably the most effec- 
tive trust method of saving income taxes.’ 

3 Estate of Spiegel v. Commissioner 419-1] 
ustc € 10,703, 335 U. S. 701 
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more may 


mean, possibly, a higher tax may 


“2 <(f, Mannheimer and 
Merits of Two Kinds 


April, 
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nevertheless 
tract 


still be 
unduly the 


advisable not to con- 
trustee’s or 
margin of discretional autonomy 
The stepped-up 
one of the most interesting in the field of 


tax law. Where a 
a series of 


executor’s 


transaction doctrine 1s 


transaction consists of 
intermediate steps extending 
over a prolonged period of time, the courts, 
if necessary, will “step up” the entire series 
to the date of the taking of the first 
and will treat the entire series as 
they had taken place as of that date 


step 
thoug! 
Most 
of these cases have been bitterly contested 
other than the fact that 
by thus telescoping the dates of the entire 
series ot into the date of the 


consequences 


if for no reason 
steps 
step, the tax 
considerably 


first 
well be 
greater than would have been 
had the taxpayer 
well enough alone 


may 


the case 


and left 


The 
several 
limited 


done nothing 


invoked in 
Even 

perspective in which this 
written, a full-fledged 
be necessary to do the 


While 


full discussion here, one or 


doctrine has been some 


from the 
paper 1s 


score of cases. 


being would 


article 
justice 
preclude a 


two aspects ot 


subje ct 
considerations of space 


the doctrine do merit some comment in 


these pages. 


In reading some of the cases, the suspi 
cion will not go down that the 
taxpayers deliberately complicated matters 
in order to contuse the this be 
true, they themselves 
They 
that 
taxpavers may 


arises and 


courts. If 
deceived no one but 


learned in not too agreeable a way 


judges are not quite so naive as the 


have chosen to imagine 


An excellent demonstration thereof is tl 
of Central Cuba 


case Sugar Company"™ The 


highly 


pages of the 


facts of the case are involved 


most 1 


seven decision are de 


voted merely to outlining them, and a span 


of several years is various 


covered by the 
“transactions” 


Very briefly, 


petitioner 


situation 
that the 
corporation took certain deduce 


comprising the 
however, it appears 
tions for 


30, 1940, 


interest tor 
and 


June 
limited to 


the years ended 


1941, in amounts 

1% Estate of Church v. Commissioner, 49-1 vst 
{ 10,702, 335 U. S. 632 

1% Sec. 811 (c) (1) (2), Internal Revenue Code 
as amended 

CCH Dec. 18,246, 16 TC 882 In spite of 
the amount of verbiage in the case devoted to a 
summary of the facts therein, these facts are 
still unclear. Possibly, too, the court had its 
doubts about what had taken place. If so, the 
court, of course, resolved these doubts in favor 
of the Commissioner 
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than are those of the Central Cuba Sugar 
A characteristic feature of Company case. The point at issue, however, 
the stepped-up transaction doctrine was the deductibility of certain royalties 
: a paid by the taxpayer corporation to its 
is that it is virtually never principal stockholders. The Tax Court re 
fused to allow the so-called royalty as 

another is called into question. deduction from the petitioner’s income. The 


> : lax Court even refused to recognize minutes 
In fact, the doctrine illustrates— 


entered in the corporate taxpayer's minute 
as few other things can—how book supporting the taxpayer’s contention 


carefully the courts are It pointed out that it is not bound by 


invoked unless intent in one way or 


t 


sucl 
: ee . minutes where they do not appear to con 
looking for and scrutinizing .intent 


form to reality and then said 
and the lengths to which they will 
go to ferret it out and apply it. 


i 


“No authority is needed for the state- 


ment that mere designation of payments as 


royalties does not legally characterize them 


as such. Nor does the fact that the writte1 


re! it of pr ) s provided by t . 
per cel I principal, a provided by he obligation of the petitioner might, at 


laws of ( wl tl ) oO 1 ¥ 
his ; uba, wl te a “" ne! al under some circumstances, have compelled 
duct most of its business 942 

eer as jhe n June, 1942, theiy payment by the petitioner. The ques 


tion is whether, in fact, the payment 


least 


the petitioner corporation entered into a 


Was 
Wi one of its creditors, owned 


a deductible expense, as a royalty or other 
same stockholders as those of the 


wise, under the controlling statute Phe 
uurport yy to W its ght 
a jiohraee a eee oe 5 answer to this question is, 


1 

I of course, purely 

} 
Ws ) Cuba < vz s ” 

laws ot ind pay interest factual 

rate, whic! Was In excess 


. . aa ] ling se ™™ and oth -ases 
1 per cent decreed under Citing the leading case and other case 


yriun idopted by the Republic on the issue, the Tax Court then empha 
r petitioner ucht to deduct sized the fact that where what 
hie tition sough o ded 


appears to 
tax returns the amount of be Several transactions are in reality a series 
« \ ul «< yuu ) 


payments for the years 19490 Of Steps comprising but one transaction, it 
1 
1941, basing its position on the fore will ignore the several 
| 


gard them all ; but one It 


transactions and re 


said 


petitioner’s v7 transactions constituted 
+] 


integrated steps in a single plan and must 


be so considered for tax purposes 


eature of the stepped-up 
transaction doctrine 1s that it is virtually 
never invoked 1 intent in 


another 


one Way oO 


question In tact, the 
loctr ine 


scrutinizing { 1 the 


h they will 


lengths 
out and apply 


he case of Cy W ( Ashland 
md Refining 


ong “pre Because 


] 1 
complex vas unable to eft 
Granberg Equipment Ine CCH Dec 1m CF 
16.646, 11 TC 704 
* Alabama Asphaltic Limestone 
99 


Helvering, 42-1 ‘ 


ta 


Southwest Consolidated 
Helvering, 42-1 ustc © 9248, 315 U 

Company % Springs Holding Corporation 

245, 315 VU. S. 179 ustc { 9246, 315 U.S. 185 

, 4 


a UST‘ 


Corporation 1 
S. 194; Palm 
1 Helvering, 42-1 


© 9580. 99 F (2d) 5RR (CCA-6) 
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the outstandmg stock of Union 
lhauidated | ontention 
anced th: what had taken place 
’s stock But the 

contrary, 

stock of | 


of Union even 


niol The « 


what was 
nion, but 
though, 
lissolution of Unior 
than a vear In the hel 
i the length of time that elapsed between 
a! the stor k and thie dissolu 
ation, this is a noteworthy 
Yet, certiorari was denied 
the court’s 


justity quotation 


whether 
entire transaction, vhi: 


essentially in intent, and 


yroperty, 


purpose 
a purchase by Swiss of | 


treated s« parate ly, an 


given an eflect tor tax 


several steps may be 
each be 
though each 
tion. It is 


stock of 


purposes 


constituted a distinct transac 


true that Swiss acquired all thi 

But not decisive 
lor a transitory ownership of stock is n 
necessarily of legal significance Helverin 
v. Bashford, 302 U. S. 454, 458. It has beer 
said too often to warrant citation that taxa 
tion 1s an ; 


Union this 1s 


intensely practical matter. ‘The 


invoked 


principle has been repe atedly by 
the Commissioner and applied by the Board 
fof ‘Tax Appeals]. And 
to whether the result is imposition or relief 
trom taxation, the 


that where the 


without regard as 


Courts have recognized 
of the trans- 


property, it will 


essential nature 


action is the 


be viewed as a 


acquisition ot 


whole, and closelv related 


will not be 
instance of the 


steps either at the 


taxpaver or the 


separate d 
taxing 
authority 

When the corporation 


is purchased by a taxpayer, it is sometimes 


entire stock of a 


the taxpaver who matntaims that it 
stock 


unde T Iving 


was not 
in fact the that Vas 


Vi the 


acquired but 
assets oft the corpora 
and it is the ¢ 


sists that the 


tion who in 


On other 


ommiussioner 
converse 1s. true 
occasions, it is the Commissioner who ar 


stock 


underlying 


gues that the purchase ot the repre 
sents the 


oft he 


purchase of the assets 


corporation | it is the taxpayer 


vho contends that. he 


purchased nothing 


the stock the reason tor the 


mn pon! or view depends ol thie 


306 U.S. 661 
“% For detailed discussions of these Code sec- 
tions, see Mandell, ‘‘Property Received in Liq- 
uidation,'’ TAXES, September, 1946, p 461: 
Mannix Liquidation of Newly Acquired Sub 
sidiaries TAXES December 1948 p 1112; 
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technical involved, a 
here. Suffice it to 
that either the tax 
payer or the Commissioner, as the case may 
be, will adopt in a will de 


on whose ox, tax 


incidences of the tax 
irrelevant 
position 


matter that is 


say that the 
given situation 
pend in each instance 
1 


Is goreG 


Wise, 


An anomalous situation im the 


virtue of the 


foregoing 
fact that the 
Sections, 112 (b) (6) and 
(15), are to some extent 
Section 112 (b) (6) 
that no 
upon 


regard arises by 
app icable Code 
113 (a) 


exe lusive 


mutually 
provide S 
shall bx 


receipt by a corporatt 


loss 


in substance gal o1 

recognized 
. 1 7 . 1 ‘ 

f property distributed in complete liquida 

tion of another corporation where the trans 


least SO 


things, owns at 

stock of the 

113 (a) 

t the property thus 
h 


feree, among other 
per cent of the 


section 


transtiero! 
(15) sets fortl 
secured 


in t 


San e hands of the t 


rans 
teree Corporation as it was In the hands of 


the transferor In such a situa 


corporation. 
that it is the tax 
payer's intention to acquire the assets rather 
than the stock of the 


the courts 


tion, vhere it is clear 
transteror corporation, 
consistently held that the 
hands of the 
transferee will be the purchase price thereot 
in spite of the provisions of Section 113 
(a) (15) 


have 


basis of such assets im the 


When the existence of intent is estab 
lished by clear and convincing evidence, the 
q may be well-nigh star 
Where, tor instance, a husband and 
vite each 


outcome Ol a Case 
tling 
executes a 


trust instrument 


beneficiaries, usually thei 
other trustee, the 
courts almost habitually regard the trusts 
death of ; 
the spouses, the courts, accordingly, 


both 


estate tax purposes, 


favor of given 


children, naming each 


as “reciprocal.” On the one of 
include 
dece- 


instead 


the corpora of trusts in the 


dent’s estate tor 


of only one. The result is a higher estate 


tax than would have been the case had no 


trust 


instruments been executed at all 


The 
Nex berr\ “<a the 
Here a and each 
a trust instrument in favor of their 


Estate of V rele 


exception 


receit case ot 


that oves 


the rule husband wife 
executed 


children as beneficiaries, naming the 
On the death of the 
missioner included the corpora of both trusts 


in het 


other 


trustee wife, the Com- 


estate tor estate tax purposes he 


Kessler, ‘‘Purchase and Sale of Closely Held 

Corporate Business TAXES, December, 1950 

p. 1169; and Milliken, “‘Liquidation by a Parent 

Corporation,"' Proceedings of the University of 

Southern California Tax Institute (1951), p. 239 
853-1 ustc £ 10,889 (CA-3) 
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While it is realized generally that 
in tax fraud and tax evasion cases 
the burden of proving intent is on 
the government, what 

is overlooked all too often is the 
fact that we are not dealing with 
only one item of intent. 


er estate appealed to 
doubted that the 
prevail, View 
hat both instruments had been 


poranee yusly 


Commis 
particularly in 


and were similar 


The decision of the Vhird Circuit over 


ruling the Commissioner and excluding the 
corpora of both trusts trom the 


iS a 


estate came 
general surprise to tax practitioners 
Counsel tor the 


a keen 


well 
matters, for he 
appreciated the fact 
at courts subject these converse trust in 


struments to 


taxpayer estate may 
student of tax 


fully to 


eems have 


because of 
husband 
the existence of their trust 
instruments interdependent. The 


“special scrutiny” 


their fear of the secret intent ot 


ind wife to make 


case shows 


plainly that counsel directed all his evi 


ence toward 


to the 
existed 


proving court that no 
His victory 
the high 


and his 


therein 
s certainly one that 
est praise He 


such intention 
is worthy of 
1,1 


odds, 


he avy 
anything but bright 


While it is realized 


faced 


ospects wert 


that in tax 
cases the burden of 
intent is on the government, 
s overlooked all too often 
who should know better 


dealing 


generally 


trau and tax 


evasion 
proving what 
even by some 
is the fact that 
e are not with only item of 
intent Phe taxpayer in such cases is obliged 


to contend with two 


one 


either separate and 


listinet with 


questions ot intent, ofr one 


element of intent set against two separate 


ind distinct backdrops. Both taxpayer and 


ractitioner have 


much at stake in 


such 

4 Cf, Berman, ‘‘New Policy Adopted by In- 
ternal Revenue Bureau in *“raud Cases,’’ Dick- 
inson Law Review, October, 1952, p. 61 

> See footnote 114. Some recommended read- 
ngs are Rothwacks, ‘“‘Criminal Tax Prosecu- 
tions.’’ Proceedings of the New York University 
Fighth Annual Institute on Federal Taxation 
(1949), p. 252: Griffin, ‘‘Fraud,’’ TAXEs, Feb- 
ruary, 1950, p. 151; Foley, ‘‘Fraud and Evasion,"’ 
rAXES, November, 1946, p. 1034; Balter, ‘‘The 
Issue of Fraud and the Accountant,’’ TAXES 
June, 1952, p 431 Balter, Tax Adviser's 
Evaluation of Legal and Practica] Factors De- 
termining Decisions During a Fraud Investiga- 
tion Proceedings of the University of Southern 


Intent 


matters and 


becoming contused 


may turn 
out to be costly, sometimes grievously so 


The inch of 
the way for both taxpayer and practitione 
alike and none should undertake 
such without in 
forming himself.’” 


ground is treacherous every 


to handle 
matters some degree in 
Accountants, in particu 
lar, must exercise the greatest possible caution, 
since the law extend to them the 
benefits of privileged communication exist- 
ing between attorney Both 


and matters 


does not 
and client.’™ 
accountant 
will find 
tightrope 


attorney in these 


themselves walking a 


will 


continually 


Among other things, they 
square tneir duty to protect the 
their client with insistent de 
mands on the part of internal revenue agents 


that all and sundry 


have to 
interests of 


“cooperate i The exe 


cise of a fine 


sense of discrimination and 
of judgment 1s at all 


importance 


What 


tioner 


times of paramount 


contronts the taxpayer and practi 


here is not merely Statute but 
than three (and sometimes a ftew 
well). Section 145 (b)™ of the 


makes it a criminal offens« 


one 
no less 
others as 
Code 


to deteat or to 


the word “fraud” 


to attempt 
While 
is usually used to describe 
encompassed by the 
may be noted, academically, that 
“fraudulent” 


evade income tax 


the offenss Statute, it 
“fraud” o1 
is nowhere employed therein 


\ separate and distinct offense is covere¢ 


by Section 293 (b)."" This permits the im 
cent “addition """! to 
part of the deficiency is duce 
to fraud witl Here the 
“fraud” employed. The 
important feature to bear in mind, however, 
fact that Section 145 (b) 
is separate and distinct, is that the 50 per 
cent “addition” or 
by 293 


produces 


position of a 50 per 
the tax if any 
intent to evade tax.’ 
word is expressly 


over and above the 


“penalty,” as 
(b), is crvtl not 


provided 
This 


a number of consequences, some 


criminal fact 


but by no means all, of which are that con 


stitutional guarantees against self-incrimina 
apply to Section 


93 (b),”” and, also, that other penalties in 


tion 


may, possibly, not 


California Tax Institute (1952), p. 381 Mr 
Balter has also written a book on the subject 
that may be read with profit. 

"6 Himmeifarb v. U. 8., 49-1 ustc § 9313, 175 F 
(2d) 924; Gariepy v. U. 8., 51-1 uste { 9318, 189 
F. (2d) 459 

1? Sec. 145 (b) of the Code should be read with 
Sec. 145 (a) 

8 Sec. 293 (b) of the Code should be read to 
gether with Sec. 3612 (d) of the Code 

™ This ‘‘addition’’ is usually referred to as 

penalty 

10 Wilson v. U. S., 221 U. S. 361; 


2 Shapiro 1 
U.8.,3%6 0.8.1 
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50 per cent fraud penalty may 
both the 
the 25 per 
Section 291 


ot /) per 


In certain situations, 


0 per fraud penalty 


| cent 


and 
cent under 


total 


neglige nce 


Code, 


pe nalty 
making 


successfully be 


‘ 
! ( 


cent, 


asserte d 


Superimposed on 


Section 145 (b) and 
Sections 3614 and 3615 
pertaining to the right of the 


Section 293 (b) are 


Bureau to 


examine records and to summon witnesses 


tor the of determining tax liability 


Ihe latter two C ode ms, 


purpose 


in particular, 
are the bane of accountants who find them 


either compelled to violate’ thei 
ot ethics or S¢ he 


distasteful 
which 


faced with ex 


’ 


remely consequences, not the 


least of may be a criminal prosecu 
3616 of the Code The 

Section 
than one 
books 
Bureau is by no means 
Neither the 
accountant nor the 
find a 


ion under Section 


supposed guarantee 


provided by 
4631 of the Code against more 


annual examination of the 


and 


taxpayer’ 
records by the 
categorical and unconditional.™ 
taxpayer nor the lawyer 
short, 
taxpayer in 
with his 
should not be lightly 
will find his 
Of that he may be sure 


always haven in it. In 
the task of 


matters, even for the 


may 
representing the 
these lawyer 
attendant privileges, 


The 


york cut out for him 


undertaken practitioner 


One important difference between Section 
14 (b) Section 293 (b) is that 


and 2 
a SIX-yCal 


while 
statutory limitation period ob 
regard to Section 145 (b), there 


to the 


tains with 


is no limitation period relative invo 


cation of Section 293 (b).” In 


broug ht ur det Section 145 (b), 


1 1 
Thea \ aemane 


TOCEeE dings 
> taxpayer 
and recelve ¢ Irhs wry 


uch situations, he may ivicted 


the unanimous vote jury 
incumbent on the prosecution to 


of the taxpayer beyond 


While the gov 


ning the 


ernment 


50 per cent 


Section 293 


asserted under 


* the 


constitu 


convincing evidence,’ 


same time, has no 


ght to a trial by jury 
CCH 196 Standard 
1518.01; Regs. 111, Sec 


Dec, 7994, 27 BTA 1108 


Federal Tax 
29.291 


Re porter 
Brecher, CCH 


Cf. Mangone 
(2d) 168 (Ct. Cls 
17 TC 64: Fred A 
11 TCM 572 

Secs. 276 and 3748 of the Code 

m7, B. Hirsch, CCH Dec. 11,285, 42 BTA 566 
aff'd 41-2 ustc § 9782, 124 F. (2d) 24: Mitchell 
’ Commissioner, 41-1 ustc © 9317, 118 F. (2d) 
308 


Companu, Ince 
1931) 


Ziegle fe 


Suloi 


Berman, article 
* Helvering 1 
S. 391 
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cited at footnote 114 
Mitcheil, 38-1 uste § 9152, 303 


Hianby 1 Commissioner, 67 F. (2d) 


April, 


1954 °@ 


since the proceedings are civil rather than 


criminal.” However, the government is 


choose 


obligation to 
293 (b). It 


either on or the 


under no 
145 (b) 
proceed under 
both. regardle the 


proc ee ding 


betwee 
and may choose 
other, or 


outcome of either 


the Supreme Court 
evasion” under Se 


Code. It said 


“Congress did not define or limit 


methods by which a_ willful 


defeat and evade might be a 


and perhaps did not define lest its effort 


to do so result in some unexpected limitatior 


No doubt taking their cue trom 


Supreme Court, otl throug 


courts 


the land have likewise an 


to define 
Section 293 


adamantly refused 1 


or “fraudulent” under 


evasion 


to define 


“tax under Sectior 
(b). They have declined to go any ft 
than to hold that the 
and intent either to 


must be 


presence ot bad tat 
defraud or to evade 
differ 


between the la 


shown.” If there are 
practical effect 
these 
differentiations are only for a metaphysicist 
All in all, therefore, a fronta 


any 
ences mm 


guage used in two statutes, sucl 


to determine 


assault against the substantive wall o 


Statute avoided 


lentiary 


° - 
is ordinarily to be 


cases, procedural and evic 


of which there are many, offer 


inviting vista 


From what has hereinbet: 


: 1: — 
torth, 1t 1s believed hat several 


] 1 


may Salely be arawn 


(1) Intent as a factor in tax m: 
both vertically ; 
Assured] 
distant future ll satt 


oughly the 


Phe practitioner 


steadily increasing, 


zontally, in importance 


not too 


entire 


cognizance not mi ) I present 
tax matters but, « 


Those wh 


alle mWaNCE 


inevitable potentia 


oper 


125 (CCA-4);: Slick v. U. 8.,1 F 
1925) See, too, U. S. 1 
28 (CCA-2) 
that failure to assess a tax 
an indictment for wilfully 
return or pay the tax 
43-1 ustc % 9243, 317 U. S. 492 
28 McCandless, CCH Dec. 2065, 5 BTA 
Blumer, CCH Dec 23 BTA 1045 
CCH Dec. 11,050, 41 BTA 713, appeal dismissed 
by the Ninth Circuit; Burd ex rel. Fogel, CCH 
Dec. 6006, 19 BTA 734: Hanby v. Commissioner, 
cited at footnote 126: Mitchell 1 
cited at footnote 124: Hirsch, 
note 124 


(2d) 897 (CC 
Commerford, 64 F. (2 
cert den. 289 | S. 759 


‘ 


a? 
holding 
does not preclude 


failing to file 


1114 


TOR3 Caneli 


Commissione 


cited at foot 
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at the very minimum, the Bureau will lend 


even if they have 
technical 


them a sympathetic ear 
tailed to meet all the 
ments of the law 


3) Those 


require- 


who refuse to pay it due hom 
ARC are 
+} at 


deceiving themselves if they imagine 


merely by 


complying with the verbal 


dictates of a revenue 


statute they have 


made themselves secure. On the 


contrary, 
n such cases the 


intent or the 


absence of the prerequisite 
presence of an unbecoming 
one may serve only to increase the Bureau's 
letermination to oppose 


! 
$4) In 


ransaction, the 


them 


directing or supervising a given 


practitioner would be 


himself that 


wise 
to satisfy its factual texture 1s 


¢ + 


not such as to support any 
intent 


interence Of an 


ndesired 


] 


By the desired 


that the 


same token, if it 1s 


Bureau recognize an intent of any 


kind, no opportunity 


overlooked 
evidence in support of it 


should be 
o toregather 


6) The problem of 
neglected. Those 


of evidence may 


proof is not to be 
unfamiliar with the rules 
well take note that it often 


takes time, effort and money to accumulate 
evidence, that this task should be left only 
to expert hands since not all evidence 1s 
admissible or material or entitled to receive 
equal weight and, also, that effectively to 
assemble and present evidence a know-how 
is required. Moreover, tax returns are not 
usually challenged by the Bureau until some 
time has elapsed after they have been filed 
By then it and all too often ts, 
much too late to retrace one’s steps, move 
back the hands of the 
dissipated, lost or 


may be, 


clock and recover 


destroyed data 
(7) Relative to the specific type of intent 
that the should be prepared to 


prove in situation, that, of course 


taxpayer 
a given 
depends on. the 

Statute 


particular 
involved As a 


import of the 
fairly presentable 
rule of thumb, however, it may be said that 


the presence or absence of the intent de 


sired in most 


situations is such 


intent o1 
be, that 
find 
taxes with 


[The End] 


the absence of it, as the case may 


one would normally 


there no such 


expect to were 


thing as federal 


which to contend 


NEW STATE LAWS ON INHERITANCE AND ESTATE TAXES 


Estate and inheritance have 


be en 


taxes 
legislation for 
Kentucky 


enacted 


a subject of new 
three states this year 
New York 
would affect 
Virginia has 


and 

that 

and 
State 


have laws 


taxation of estates, 
recently revised 


inheritance tax procedure 
Kentucky 
vould 


insurance 


that 
taxes on life 


passe d legislation 


exempt or exact 
proceeds depending on 
whether those proceeds were payable 
to a designated beneficiary or reverted 
o the 
eeds went to a designated beneficiary, 


they would be 


decedent’s estate If the pro 


exempted from estate 
If, however, the insurance funds 
were made payable to the assured ot 


taxes 
his estate, they would be treated as a 
part of the 
distributable share of the 
subject to tax 


legacy and therefore a 
beneficiary 
This law will not be 


come effective until July 1, 1956 


In New York, transfers with pos 
session or enjoyment retained will not 
be includible im the 
anv decedent dying on o1 May 
1, 1954, if the transfers were mad 
before March 10), 1931, or were made 
March 9, 1931, and before May 


9, 1934, unless the property so trans 


gross 


estate ot 


alter 


atte! 


ferred would have been includible in 


Intent 


the decedent’s gross estate by reason 
ot the amendments made by ( haptet 
62, of the laws of 1931 


is an adoption of the 


Chis, in effect, 
federal estate 
tax rules applicable to the same types 
of transfers, although with different 
dates involved because of time lapses 
in adopting the federal Joint Resolu 
tion of March 3, 1931, and provisions 


of the 1932 Revenue Act 


By recent amendment, Virginia has 
made property 
eleemosynary 


owned by certain 
organizations 
from inheritance taxes 


involved 


exempt 
The property 


land, 


includes real estate, 


buildings and furnishings actually oc 


cupied or used by the 
or necessary for its 
The list of 


claim 


organization 
convenient use 
organizations 
exempt ym 


which may 
nonpront 
religious associations, orphan asylums, 


retormatories, 


includes 


hospitals, 
organizations, 
memorial 


nunneries, 
veterans historical so 


cieties, foundations and 


museums 

Also property ot 
Colonial Williamsburg, Incorporated, 
used for museum, historical, municipal, 


benevolent or charitable purposes, as 
long as the corporation 


included is the 


continues to 


function in a nonproht capacity. 





Estate Problems 


By HARRY YOHLIN 

Member of the Philadelphia Bar; 
Partner in the firm of 

Edward N. Polisher 


Marital Bliss 


This lecture was delivered before the 
Stradley Tax Group, Philadelphia. 


time 


aXe, 


()! R STORY BEGINS a lon; 


days ommon law, when 
husband and as one 


person and tl band 


lines have changed considerably, ol which 


no better evidence than the obvious 


f at least part of that statement 
unity 


romantic theme of the 


and wife has, however, persisted 
of ownership known as tenancy 

The law looked with favor 
hip, since it repre 
complete mutual confi 
relationship As 


ideal ol 
in the marital 
tenancy by the entirety 


tinct ad 


enjoved 
vantages vl h made it 
it is, until the unromanti 


federal t: aws ntered upon the 


sce 
| cne 


Some ot tl 


and i 


still 


ay i 


iese benefits are available 


the \ 


than federal tax ¢ 


many mstances more 


lling onsiderations 


held 


the individual obligations 


COMP 


one thing, property so cannot be 


' 
OUSE Moreover, such property 


surviving tree and clear 


iecedent | 


spouse 


| ] 
rt thre ndoubted|s 


| | | 
a Hot has been preserved 


SUrVIVINng wit despite het husband's 


lve ncy 


Another advantage of 
is that, 


property so 


this tvpe ot ownel 
the death of one spouse, 
aute matically, by 
to the survivor 
and is not subject to administragion as part 
of the his 


a considerable administratioi 


upon 
held 


operation of law, so to speak, 


passes 


decedent's estate may entail 


saving in costs, 


such as executors’ COMMISSIONS, counsel 


fees, etc, all of which are normally based 
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on the size of the estate passing under th« 
vill, More 
Pennsylvania, 
property 


Thus, 


provisions of the decedent’s 


over, many states, including 


have generously such 
from local inheritance taxes as well 
still be 
this type of ownership, in smaller 
I do not feel the 


iederal estate tax 


exempted 


substantial realized 


Savings may 
through 


estates which impact of the 


\nother 


by the 


substantial benefit which tenants 


entireties once enjoyed, but whicl 


about as a result of 
the federal income tax law 
of the 1948 


the split-income 


no longer obtains, came 
Before the advent 
Act, which introduced 


principle 


Revenue 
with respect t 
husbands and wives, without regard as t 


vho earns the income, one of the few safe 


vays available to husbands and wives 1 
Pennsylvania, to 


betwee! 


many states, including 


divide the 


themselves and thu 


income irom property 
5 climb dow 
rung on the surtax ladder, was to hold sucl 
property by the entireties. (George K 
nen, CCH Dec. 14,515, 4 T( 


1260 
ie is, Of course, 1S ne 


Bren 
(1945).) 


ionge! 


necessary 


Despite the fact that the increasing impact 
of federal taxation long ago made this form 
ot property ownership distinctly disadvan 
tageous, its 


and | 


stantial 


states 


melody lingers 
would venture to 

part ot the real estate, 
bonds 
American married couples 
is still held by the entireties 


romantic 
guess that 
Government and savings 


counts owned by 


So, with this somewhat lengthy but un 
avoidable introduction, we come to the story 
ot the lite death of Mr and Mrs 
waddle, to whom we shall hereafter rete1 


as H and W. 


their real 


and 


7 waddle, ot course, 1s not 
name but we 
preserve then 
their 


should mercifully 
anonymity. H and’W lived 
marital lite with benefit of clergy but 
vithout benefit of tax counsel. Dame For 
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What Are the Federal Tax Implications of 
the Alternative Methods Available for 


Taking Title to Property Within the Family? 


tune had smiled kindly upon them and in 
addition to four children, they had acquired 
1 considerable this 
all of they owned, of course, 


is essential t our 


quantity of world’s 


} 


oods, which 


plot, by 


and he 


1 the advice of 
Mir. Esquire who, 


Jue ssed, 


friends, Wc 


you have 


mnsulted 
no doubt alread) 
vas a lawyer with some 


knowledge 
that H 


since he did not 


tax law It 


soon 


ippeared had not 


any insurance 


and littl 


be heve 


cash Practically all of thet 


int wealth was in real estate 


Mr. Esquire quickly came to the point, as 
with 


ne was mared the bother 


custom lawyers informed 


and 


and 


] ] 
ertheless, 


administration inherit- 


ance taxes, there were, nev some 


serious federal gift and estate tax problems 
involved H 
und on the 


Revenue Code 


le arne¢ dly ex 
Internal 


He pointed out that, 


proceeded to 
provisions of the 
where 
property with the funds 


taken 


is purchased solely 
title is 


both, as tenants by the 


spouse but in the 
entireties, 
is consummated, the value of which, 


peaking, is measured by the com 


life expectancies Of 


both spouses 
vulations 108, Section 86.19 (h); ¢ 
© 9646, 106 F 


Gutman, 41 BTA 


nIMIS- 
(2d) 
416 


mer v. Hart, 39-2 uste 
: , 


OF (CCA<-3): J. 1 


f thi 
gitt tax returns 
vere the annual 
exclusions and the lifetime exemption appli 
cable to gifts, which we 


uld tend to reduce 


tax payable, but since their jointly 
there 


Owing, 


property was so 
undoubtedly be 
vith interest over the period ot delinquency 


and perhaps well We 


substantial, 


some 


taxes 
some pen ilties as 


Marital Bliss and Unromantic Tax Laws 


Unromantic Tax Laws 


turther -reterence to the gitt 
tax problems, so as not 


shall make no 


to unduly compli 


cate our story 


The more serious problem, Mr. Esquire 
pointed out, with respect to Section 
811 (e) of the Code, which, generally speak 
ing, requires the inclusion of all jointly held 
property 


Was 


in the estate of the first 
die, except for that portion acquired through 


the independent 


spouse to 


resources of the survivor 


little 
been listening 


This was a too much for W, who 
had intently. “You mean to 
say,” she interjected, “that first 

iit tax on the transter to me ot the 
our joint 
property 
my husband's 
poses? ‘That 


Esquire 


there is a 


interest in property and now the 


is nonetheless includible in 
estat 1Or 


entire 
estate tax put 
Sens¢ is M1 
head “Your 
correct and that 
Ie cde ral 
apply 


doesn’t make 
nodded his 
absolutely 
is one ot} thie mc 


sadly 
observation 

mgruities Of Our 
tax pattern to which 
itself if it finds after dealing 
with the more pressing political problems of 
the tarmers and the Taft-Hartley Law yO 
tar, Congress has not gotten 
However, the 
tor the 
(Code 
tions 105, 


Congress may 


enough time 


around to it 
law do S allow a limite d credit 


giit tax against the 2 
813 {a), 


Section 818.) 


“But,” said W, 


about jomt 


estate tax 


¢ , ' ' 
sections 936 (b): Regula 


“didn’t you say something 


yroperty being excluded to the 


' 
t 
extent that I might have contributed to its 


funds?” And 


up perceptibly and she 


purchase with my 


her eyes lit 


own here 
begat 
to cheerily reminisce about the early years 
of her married life. “Why, I remember that 
first had 


than my late which | 


when we were married | 
husband, 
earnings AS a 
1 worked for 


and 


mMiore 
had 
tact, 


Mioney 


saved trom matter of 


several vears after our mar 


riage some of our original investments 


) 
Thtacte 


during those year But. of 
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course, that 


was over 40 


ago, and 
to rely primarily on my memory.” 
Mr. Esquire again nodded his head sadly 
and pointed out that the rules of proof of 
the surviving 


ycars 
I have 


spouse’s contribution 
that although he was 
willing to take a stab at proving such con- 
tributions, he had little confidence in the 
outcome, unless there were detailed records 
available which, ol course, there 
(See Estate of ilwood Mead, BI A Memo 
Dkt. 99460 (1942) where, because of the 
failure to prove that the surviving wife had 
not withdrawn her admitted 
to a joint bank account, the 
Vas includible in her 


said Mr. Esquire, 
to alleviate the which 
had now settled on W, “the situation is not 
as bad as it could be, because your hus- 
estate will receive the full 
marital 


were 


rigorous indeed and 


were not. 


contributions 
entire account 
husband’s estate.) 


‘However,’ 
the blow 


to lighten 


and vloom 


band’s 
of the 
will 


le mn 


benefit 


maximum 


deduction, which 


substantially reduce the estate tax bur 
" He proceeded to explain to her the 
provisions of Section 812 (e) of the Code, 
deduction, tor estate tax 
half of the 
decedent, for 
surviving 
manner prescribed by law 


which allows a 


purposes, to the extent of one 


adjusted gross 


estate Ol oa 


property passing toa spouse ina 


“Since the prop- 
husband 


and owned 


as tenants by the 


erty which you your 


entireties passed to you 
by operation of law, it will qualify for the 
marital deduction; the deduc 


husband’s 


but, of course, 


tion is limited to one half of your 


estate even though the entire estate now 


belongs to you.” 


soften the shock of the 


amount 
ate tax payable, Mr. Esquire 
quick calculations 
of $560,000 and indicated that 


MANN 


made based on a 
taxable 


we the 


estat 


had not 
would have been the 

instance, I H had held title to 
the property in his own name 
ovided W with a lite 


ypertyv), the 


marital deduction 


heel ivailable {as 


and 
had 


} ré 
im suc Pp 


merely pt estate 


federal estate tax 
With the 
however, the 
5,000 in round 
lesired effect on W, 
$135,000 
looked 


would be approximately $135,000 


marital deduction 


availabl 3 


an $5 


startled by the 
figure that the $55,000 tax 


t 


] ] 
comparatively modest 


This tax, Mr 
be p. 


Esquire continued, had to 
H’s death; that 
there were 
You recall 


insurance Ol 
this 


ud within 
posed a 
no liquid assets 
that H did not 


in large 
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money, it would now be 


sell 


necessary to 
some of the real estate. 


Mr. Esquire quickly perused the list ot 
property holdings and pointed to a likely 
property. “Now 
a desirable location 
price.’ 
“T remember the 
very 


here is a building that has 
and should be saleable 
“Oh replied W, 
purchase of this property 
well; my husband always spoke of it 
steal He purchased it than 
20 years during the depression, for 
about $25,000, and modernized it. He turned 
down an offer of $110,000 about a 
month before his death.” 


at a fat yes,” 


as a more 


ago, 
just 
Mr. Esquire 


records with 
calculated 


looked at the 
this 
had an 


accounting 
respect to property 
that it adjusted basis, 
after depreciation, of approximately $10,000 
(See Code Section 113 (b).) 
steeled himself to level the most serious 
of all. “Mrs. W,” he said softly, “we 
have no alternative but to sell this 
property, but if we do, it will be expensive, 
tax-wis¢ You see, 
and admittedly 
this property, 
$110,000 in 


and 


I le now 


blow 
may 


because of a peculiar 
quirk in the law 


though it is 


untalr 
even 
your 


valued at 
husband's estate tor fed 
eral estate tax purposes and taxes paid on 
that amount, 


justed 


nevertheless retains its ad 
$10,000 for 
computing capital gains taxes on its subse 
quent sale (] ‘| 1635, II-I CB 19 
(1923); Lang v. Commissioner, 289 U. S 
109 (1933); Helen G. Carpenter, CCH Dec 
7853, 27 BTA (1932), Code 
113 (b).) 11S not ordinarily true 
property is death 
its value 
date of death (Code Section 113 (a) 
Brew ustc 7 451, 
327 (1930); Regulations 111, 
Code 


for optional valuation 


basis of purposes ot 


282 Sector 


when 
Such proj 


as Of} 


inherited at 
erty has a basis equal to 
ster v. Gage, 280 U. S 
29.113 
Section 811 (1) 
date.) But 


Section 
a) (5)-1; see also 
Since 
this 


acquire 


strictly 

operty 
it by operation ol law, 
apply Nov 


the ottet ‘ 


S veaking you did not inherit 
| F 


from your husband, but 


this ulé does no 
then, assuming we c: S 


accept $110,000, 


' 
required to pay a capital gains 
profit of $100,000, at the rate of 26 
or $26,000.” 


W was nov all D “You 


say that becaus« t some 


I must 
and 


hirst pay an estate tax 


on $110,000 


additional capita 


thereatter pay a1 
gains tax of $26,000, if I sell the same prop- 
erty.” “That is replied Mr 
“and | you it is 
I must 


correct,” if squire, 


agree with untaitr 


regrettully point out to you 


these consequences follow only because ve 
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. nobody owes any public duty 
to pay more than the 
law demands; taxes are enforced 
exactions, not voluntary contributions. 
To demand more in 
the name of morals is mere cant.’’— 
Judge Learned Hand, in Commissioner 
v. Newman, 47-1 USTC § 9175, 
159 F. (2d) 848. 


and your husband 
ints by 


tional $26,000 in tax 


Well, at this point, we 
conclude this painful interview 


erty 


owned this property as 
this addi 


would not be payable.” 


the entireties; otherwise, 


can mercifully 
T he prop 
had to be sold, the taxes were paid 
ind the estate settled, and then W died 
suddenly, less than two vears after her 
husband’s death She had had _ sufficient 
so that was intact, except 
lor | taxes and 
had been paid Now 
consulted Mr. Esquire W’s estate was 
valued at approximately $475,000 for federal 


income the estate 


miscellaneous expenses 


which her children 


No marital deduction 
had not 


estate tax purposes 


vas available, of since she 
emarried The 


whopping $110,000 


course, 


federal estate tax was a 


Mr. Esquire could not resist the tempta 
tion of pointing out that if H had properly 
planned his affairs, trom an estate 
half of the estate should 
death and 


wife’s subsequent 


tax point 
al me, one 
} 


been 


taxable at his only 
hey halt on his 

arrangements can be made, 
held 


all of the property is 


entireties 


h took pl ace in 
period of less than two 
| 


iederal and 


$200,000 


estat Income 


Ihis 


account the ad 


was almost 
} 1 
j 


does not take into 


inistration costs and local inheritance taxes 


payable in W’s tate, nor the 


I: 1 had at lor re, attended 

nd with a sigh of reliet 

sut to mark the Twaddle file 

vhen his secretary announced that his poke r 


lim Smith, wl 


counsel fees 


last 
“closed” 


friend, io need not be anony 
enough to consult 

dropped in for a chat. 
been reading some of the 


iterature put out by his 


is since he iad 
had 


ad, Ol late, 


SCTLSE 


rey, 


estate 
know what this 
new-fangled idea was all about and whether 
it could be ot 


bank abou 


planning He wanted to 


any help to him By a 
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strange coincidence—and also because it is 
essential to our plot—his financial situation 
exactly paralleled that of Mr. Twaddle. 
He and his wife owned all of their property 
by the entireties and the total value of their 


joint assets was also approximately $560,000 


Mr. deep sigh to 
escape him, leaned back in his chair, pointed 
significantly to the Twaddle file and with 
an air of to unfold the 

Jim Smith had been growing 
more 


Esquire allowed a 


resignation began 


entire story 
agitated as he listened to 
detail upon detail, and as Mr 
cluded, he burst 


too am 


more and 
Esquire con 
forth, “Does that 


a cooked Roose, OF Is 


mean ] 
there some 


thing I can do about it ?” 


With 


yers- 


that 
oh, so rarely 


ecstasy which comes to law 
when they can provide 
an immediate practical solution to an other 
wise gloomy picture, Mr 
that he thought there 


the Sullivan case, 


Esquire replied 
He mentioned 
that the con 
entirety into 
a tenancy in resulted in no addi 
tional gift tax. (Sullivan v. Commissioner 
49-2 ustc § 10,727, 175 F. (2d) 657 (CA-9).) 
Such a division was supported by full and 
adequate consideration, the relinquishment 


Was 
he ld 


tenancy by the 


which 
version otf a 


common 


by each spouse of the rights of survivorship 


in the property Moreover, under the au 
thority of this decision, which so far remains 
unimpeached, it is safe to proceed with such 
partition even though the 


advanced in years, for the 


joint Owners are 
purpose OT Saving 


estate taxes will 


Ordinarily, such a motive 
made 


with the result 


having been 
death, 

property 
gross estate lor 


if leath 


stigmatize a transfer as 
in contemplation of 
that the entire 
cluded in the 


tax purposes, 


is nevertheless in 
federal estat 
occurs within three 
105, 81.16 
ompany of Pittsburgh 
"10,056, 137 F. (2d) 


rule does not appl 


(Regulations 
Trust ¢ 
$3-2 UST 


years Section 
Commonwealth 


Uv Driscoll, 
653 (CCA-3) This 


) 
however, to the 
by the 
quacy of the consideration 


partitioning Ot a 
entirety, again 


tenancy 


because ot the ade 


Now, a tenancy by the entirety may sound 
like a but there is an 
important the latter 
property holding, each owner 


tenancy nm common 


difference In type ot 
an abso 
lute one-half interest in the property without 


any rights of 


has 
survivorship Thus eacl 
owner can dispose of his throug! 
the provisions of his will. To accomplish sucl 


partition, new deeds would have to be prepared 


Mr. Esquirs 


tax benefits 


interest 


proceeded to calculate the 
which would result from such 


partitioning. Upon Jim’s death, his gross 
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”? Deng $560,000 as would 


he and his wife continued 
property as tenants by the 
entireties, would be one h 
$280,000 If. 
affairs that 


fit of the 


alf of that amount, 
thereatter, he so arranged 


his estate received the bene 
deduction, his 
half, 


a federal 


maximum marital 


would 
or $140,000 Lhe 


estate tax 


taxable estate daxaln be cut 


would be 
of approximately $15 
pared to $55,000 in the 


Ale Phe 


l.squire 


result 
000, as com 
estate of M1 Tl wad 
estate, Mr 
placed in 
wife but in 
it nontaxable 
subsequent death At that 
assuming there are no 


1 
Allg 


other half of Jim’s 


should be 
benefit of 


counseled, 
trust for the Jim’s 
a thantiet. which would render 


upon her time, 


changes in value 


no consumption of principal, het 
ate vould be appr $420,000, 


property 


gross 


t 
cs 


ximately 
consisting of her 
held with her 
mon, of the 


interest im the 


husband as tenants in com 


value of $280,000 plus $140,000 


in assets received from his estate by 
the marital deduction LT he 


tan would — be 


virtue 
federal estat« 
approximately $93,000, as 
$110,000 tax in the 

Thus, 


Saving of 


compared to the 
t Mrs. Twaddle 


an over-all 


estate 
there would b« 
7,000 in 
estates of Mr. and 
compared to the Twaddl 


federal 
Mrs 


estates 


estate taxes in the 


Sriiti a 


Mr. Esquire 


immediate 


was quick to point out the 
benefits which would result from 
$40,000 upon the death 
that he 


rather 


the mitial saving o 
of Mr. Smith, 
vould be the 
issumption 


assuming, of course, 


first to die—a safe 
statistics The 


supported by 


ash requirements of his estate would be 


reduced enormously, the necessity tor sacri 
assets practically and th 
$40,000 saving could be invested to produce 


idditional income for his 


ficing eliminated, 


beneficiaries 


Moreover, i} any asset hi < vere 


sold. its 


would be value 


date of 


basis equal to its 
death, for 

computing capital gains taxe 

ott held as 
interest of the sur 
adjusted 
msis.) Thus, the $26,000 in’capital gains taxes 
death of Mr 
eliminated 


figure to the 


is of the purposes Ol 


(Qt course 
entire property 
sold, the 
still 


tenants in 
COMMOn We»re 
vivor would 
} 


retain its cost 


paid on the would 
this 
saving, Mr 
triumphantly pointed to a_ total 
$83,000 which would from 


mmendations 


Pwaddl 
Quickly 
$57,000 estate tax 


also by adding 
kesquire 
saving ot! ré sult 


is rec 


But that was not all, 
esquire \s a 
think of the tax 


continued Mr 
liked to 


being of 


matter of fact, he 


savings as only 


secondary importance Even more compel 


family 


re considerations of 


security 


April, 


1954 e@ 


Mr. Smith could provide tor the 
orderly disposition of his estate in a manner 
best calculated to 
beneficiaries, 
property 
tireties 


NOW 


the interests of his 
could not do if the 
tenants by the en 
this, 


Serve 
which he 
held as 


more ot 


were 
But ne 
story in itselt 


Since if 18 a 


with avid 
himself no longer 


Jim, who had been listening 
interest, 
“You 
new deeds and 
of this?” Mr 
allow his 
lightly “The 


taking are 


could contain 
that 
a will, I Call accomplish all 
Esquire 


( lic nts te 


mean to say by drawing a few 


was never one to 
and 


would be 


treat his services 
advice steps you 


much more serious than you 

You would be convey 
one-half 
your property to your wif 


not appear 


apparently realize 


ing an absolute interest in all 


Now 
to you but | 


this may 


significant daresay 


that many a husband would hesitate to do 


this, regardless of tax savings 


“But,” continued Jim Smith, wh 


conscientious and moral citizen, 


thi 


is idea of 


call a 


yours? 

scheme a Mi 
befitted his calling, reacted 1 
this “No, Jim, this 
is not what you term a ‘clever scheme’, but 


catch to 
they 
Esquire, as 


any 
what clevey 


dignantly to question 
conservative and tested estate planning, suf 
ported by the latest decisions of the courts 
There is 


in taking 


absolutely nothing 


reprehensible 
permitted by 
Here he paused 

proper effect and 


the famous words ot 


such steps as are 


law to reduce taxes.” 


moment to create the 
quoted from memory 


Judge Learned Hand 
any public 


nobody owes 
the law 
enforced exactions, not 


duty to pay more than 


demands; taxes are 
To demand 


of morals is mere 


voluntary contributions 


more 
cant.” (Con 
woman, 47-1 ustrc ©9175, 159 


in the name 
misstoner v. Ne 
F. (2d) 848.) 


lim Smith was 
agreed to follow these 


\s they shook hands, M1 
a final bit of 


now convinced, and he 
recommendations 
Esquire 
“You 


own all of 


imparted 
advice 
you already 


realize, Jim, 
vour property 


entireties with your wit 


since 
as tenants by the 
that 
under the 


what we are doing is the best we 


can 
circumstances. In the 
would strongly 


future, | 
urge you to consult me 
before taking title to property 
unlike most this bit of 
advice and months later ec 
Mr. Esquire with respect to a building whic! 
he was about to purchase 


first 
Jim Smit! 
chents, absorbed 


several mnsulted 


Mr. Esquire’s first question was why Jim 
wanted to acquire this property “Es it 
because you expect it to substantially appre 


ciate in value, or are 


you primarily inter- 
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ested in the 
“Frankly, I 


feature,” 


micome it ill pre duce 
attracted by the 
replied Jim. “I 
national retail 
lease at a 
$2,000 a 


aln mnmcome 
believe | 
outht to into 
rental which should 


“Well now,” 


that case, have 


can m- 
duce a enter 


a 20-vear 


net mie year . 


Mr. § 


sidered what 


said 
squire, “in 
this will mean to 
in actual dollars and cents? You see, 
this building for specu- 
take title in 
you could be in 
complete control of your investment untet 
tered either by the 
the property, or by 
bilities, 


vou con 


income you 
Jim, 
Wwvyvou were 
lation, | 


your 


buying 
might advise vou to 


Own Nnalie so. that 


interests of others in 


any fiduciary responsi- 
since, in any event, you would pay 
pront 
you are 
you should bear in 
mind that you are already in the 80 per cent 
bracket, that only 
out dollar you 
balance goes to 
instead of $2,000, you 
$400 Does such a 
return justify the amount of capital you are 
about to invest? You 
inte creating 
children It 
interests 101 


nly capital gains taxes on the you 


But if buving 


purposes, 


realized on its resale 


it tor income 


surtax which 


20 cents 


means 
additional 
spendable the 
hus, 
about 


ot any 
earn 1S 
Uncle 


will net 


Sam. 


only 


may, however, be 


rested in independent estates 


for your you are, it is possible 
them in the 
and thus shift some of the 


high 


to create property 


income from you! 


much lower tax 


tax bracket to thei 
brackets.” 

Mr. Esquire advised the creation of trusts 
for the children, to be funded with interests 
The could be 
accumulated during the children’s minority 
vith a prov that if the 
financially unable to sup 


port them, the income, in the trustee s’ dis 


in the property incom 


safeguard ision 


rantor became 


cretion, could be used for their maintenance 


and welfare So long as the 


income was 
accumulating and 


used for the 


being 
children, the 
paid by the trust (¢ ode 


was not, tin 
support of the 
taxes would be 


Sections 161 (a) 


tact, 


e( and 167 (c).) 


a separate 


In this connection, M1 
that 


Esquire counseled 
rstead of trust, in which 
all of his children would have equal shares 
trust should be 
each child so that the 


turther subdivided for tax 


creating one 
established for 
income could be 
purposes 


Since Jim had already exhausted his life 
time exemption, a gift tax would be payable 
on the transter of the interests to the trusts 
Moreover, the annual exclusions of $3,000 
(or $6,000 if Jim’s wife joined in the gift) 
the 


would not be 


because bene 
trust 


(Section 


available 
ficiaries’ interests in the were so-called 
1003 (b) (3); 
Regulations 108, Section 86.10; Commissioner 


v. Disston, 45-2 ustc § 10,207, 142.) 


trust 


“future interests.” 


S20 sa 
On the other 
Mr. Esquire 
that the transferred 
includible in the 


hand, the 
contemplated 


type oft 
would he sO 
drawn 
not be 


interests would 


grantor’s 


YTOSS 


estate for federal estate tax purposes unless 


the question of a transfer in contemplation 
ot death raised No 
could be raised if 
after the transfer. 
Should Jim die 


probabilities 


were such 
survived three vears 
(Code Section 811 (c) (1).) 
within three vears, thre 

still that the 
would not be regarded as having been made 
in contemplation of death Phe 
authority that 
purpose of 
vated by 


question 
Jim 


were transters 


weight ot 


indicates made tor the 


gitts 
reducing income 
thoughts associated 
than deat} (Bex ky Y 72 St / 
Company, 36-1 ustc % 9006 


Estate of D. I. Cooper, 7 T( 
You 


exert ised the 


moti 
life rather 
ouis Union Trust 
296 U. S 1 « 
1236 (1946).) 


that My I: 


caution in. the 


taxes are 
with 


assured 
utmost 


can rest 


squire 
prepa 
with a 

pittalls to be 
Section 811 (c) 
purpose and Sec 
as well as of the Clifford 


omnibus 


ration of these 
full 
avoided (especially 
and (d) for 
tions 166 and 167), 
doctrine 


trust imstruments 


awareness of the tax 


under 


estate tax 


under the provision oi 


Section 22 (3 or income tax purposes 


But that is a ste in itself [The End} 


SAFEGUARDING CONSTITUTIONAL RIGHTS IN TAX FRAUD 
INVESTIGATIONS—Continued from page 278 


lhe inducement to cooperate in tax fraud 


investigations persists despite abandonment 
t the voluntary disclosure policy 
tion 18 


Coopera- 
premised on the 
will be 
constitu 
induced 


invVal iably 
belief that 


almost 
] ope or 
effected 11] 
tional 


a civil settlement 
udvised 
whether voluntary or 
by misunderstanding or 


Sacrifice ol 
rights, 
misrepresentations, 


can be eliminated by precluding civil settle 


don't be 
including 


pressured 
penalties just to 


into signing an 


R70 close the case 
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ment Ol any case pe nding in the Intelligence 


Division. This change in procedure is rec 
only to sateguard 
but 


procedures, the 


ommended not constitu 


tional rights because, unde: present 


danger of prosecution fre 


quently operates to 


coerce settlements for 


unounts far in Excess ot those actually owed an 


[The End] 


Foley, article cited footnote 27, at 





Books 


Pocket Insurance Tax Guide 
How Income Taxes Affect Life 


and Annuitie Commerce Clearing 

Ine 14 North Michigan Avenue, 

1, Illinois. 1954. 64 pages. $1 per 

5 copies, $22; 100 copies, 
OO « $115 


Insurance 

House, 
Chicago 
copy; 


$39; 250 copies, 


ples, 


lhe variety of uses to which life insur 


ance and annuities may be adapted iS SO 


large that many and indi 


faced 
need for a reference outlining federal income 


organizations, 


viduals as 


well, have been with a 


tax policy as applied to life insurance and 


innuities 


size 


This pocket 


presents the 


booklet (3%” by 9”) 


he € neral 


principles of federal 


tax laws that apply to life 


insurance and 


annuities, and 


answers many of the 


ques 
tions thi 


relationsh 


irise concerning the particular 


ips involved 


employer and em 


plovee 


partner and partnership, and debtor 


and creditor 


In addition, a 
IMSsUurance 


special study is made 


funded retirement payment plat 


xecutives, undet 


vhich tax saving 


the executive as ell as to his 


employer 


The Last Return 


Me la ‘ f dD, 
House, Inc., 
( hicago ] 


edents and 
mitnerce ( learing 
Michigan Avenue, 


1954 160 pages s? 


taxation of a decedent’s income 


raises 


SOl¢ 


unique problems in procedure as well 


AS 1h th 


e application of tax theory. In a 


sense, the death of a taxpayer becomes 


somewhat enigmatic in that it fractionates 


a basi taxable 


unit in tax computation—the 


vear already begun 


Anyone beset with the problems and un 
involved in the correct prepara 


decedent's and the 


certainties 


tion of the 


334 


last return 


April, 


1954 °@ 


interest 
to the Tax Man 


nrst 


this 


return of the estate or trust will find 


book an enlightening guide 


The 


cedents 


pattern of federal taxation of de 


and estates and trusts, as now 


part by 
Statutory 


cbtains, was established in 
the Revenue Act of 1942 

changes were made by the Revenue Acts 
of 1950, 1951 and 1953. Federal Income 
Taxes of Decedents and Estates submits these 
and other pertinent 
comprise the 


large 


Late 


which together 
fundamentals of 
tax theory, to an 


valuable 


laws, 
decedent’s 
analysis which 


answers to the 


suggests 
most commonly 


arising questions 


An invaluable reference is the case 
which leads to all the 
in the text 


table 


selective decisions 


discussed 


Motor Carriers Handbook 
iers Handbook Siz 


Taxes and Fees. Commerce 
14 North Michigan 


Hlinois. 1954. 272 pages 


State Motor Carr 
W eights, 
ing House, Ine 
nue, Chicago 1, 


The requirements governing operation 


vehicles on the hig set 


of motor 
in this new 


} 


hts, taxes and 


compilation o izes and 


Tees impe by thie 


18 states ind the District 


lumbia 
It gathers together a wealth of 
allowable 


permissible 


pe rtinent 


1 


data on fees taxes, weight, lenetl 


width and combinations 


make reference easy, 
alphabetically with the 
table 
It contains the 
l, 


1954 


form, the same w: 


latest 


State 


Marcl 


iIntormation 


Avoiding Recession 


Defense 


C,reater 


Policy for 
Stability. Committee for 
Economic Development, 444 Madison Ave 
nue, New York 22, New York. 1954 


Against Recession 


Ec mOMTL 


54 pages 
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Although this nation’s defenses against 


a depression are “stronger than ever before,” 
they “can and should be strengthened,” ac 
cording to the latest report by the Research 
and Policy Committee of the 


for Kconomi« 


Committee 
Development 


The survey, prepared by a group of busi 
ness and industrial leaders, is a long-range 
appraisal of the 
and 


country’s ability to resist 
recover declines It is 
not designed to be a “blueprint for action,” 
Wilde, president of the Con 


General Life 


Irom economic 


said Frazar B 


necticut Insurance 


Company 
airman of the Policy 
“We tried to clarify the 
nature of the problem and the ways in which 


solutions 


and cl Research and 


Committee have 


nay be found,” he said 


World 


budgetary 


Changes developing before 


War II in our 


psycholo 


SInce 
financial, and 
gical situation have greatly reduced 


the tendency of our economic system to 
CED 


developments include 
debts, 


deflationary 
7 he S¢ 


ness and 


multiply impact, the 
report 

relative to 
private 


: a larger total 


lower bus farm 


assets and 


earnings; longer term 


debts—particularly mortgages 
of consumers’ assets; an increased amount 
of longs and the 
ability of with the support of the 
Federal System, to credit 


channels open and expansion 


term planning by business; 
banks, 
keep 


ecncourare 


federal budget and other 
1929 depres 
will help to cushion declines by sus 


hanges in the 
vernment programs since the 
tain 


consumer incomes and demand, the 


mmmittee note Among these 


vinent 


even turthe 


ids. ‘The 


upon the tunds 


admiunistratiot 


by reconsideration of eligibility rules and by 
raising the average levels of contribution rates. 

If the 
mented by a flexible monetary policy 


various stabilizing factors—suppl 
prove 
should 


be prepared to make vigorous use of large 


insufficient, the federal government 


scale tax cuts and public works programs, 


the committee said 


Stressing the importance of wise business 
planning in avoiding a deflation, the CED 
committee urged that businesses set up thei 
investment programs with more attention to 
long-run growth prospects rather than to 
Businesses should 
holding then 
level needed for 


Sales 


short-run economic swings 
avoid inventory 
stocks to the 


speculation, 
minimum 
efhicient operation, the report stated. 
efforts and advertising programs must not 


decrease in a recession 


The report, the latest in a series of state 
issued by CED 
result of approximately two years ot 


ments on national policy 
is the 
research and discussion, involving many of 
the nation’s leading businessmen and econo 
mists. Work 1952, when the De 


partment of Commerce undertook, at CED's 


began in 


suggestion and with its cooperation, a study 


of “Markets After Defense Expansion.’ 


State Governments Described 


Local G 
States. Superintendent of 
ington 25, D. C 


Structure in the United 
Documents, Wasl 
1954. 50¢ 


vernment 


Phe Bureau ot the Census has 
100 pages, 
Structure m the United 


issue d 


report, of approximately entitled 


1 Government 


This publication provides a summar 


description oO Vi mous types ol} 


rnments at orized to 


a exist in 
18 } il i Alaska, 


Hawat 
It thu 
t< 
ic} 


vernment 


For the Underwriter 


state Planner Ouarter 
Publishing ipany, Inc., 
Verno! 
\nnual subscription, $10 


This publication is quartel 


in March, June, 
The December, 1953 issue 


on subjects helpful to lite 


published 


September and December 


{ 


contains 64 


and estate planne rs 


arth les 


Wla 





Articles 


From Partnership to Corporation 


Critical Problems in the Application of 
1. R. C. Section 112 (b) (5),"" by Ralph 
S. Rice. U. C. L. A. Law Review, Decem- 
ber, 1953. 


The author is a professor of law at the 
University of California at Los Angeles. 


laxpayers deciding whether, and how, to 


do business as a 


corporation will reach a 
conclusion based in part on the existence of 
Section 112 (b) ( 


Code That 


tations het 


) of the Internal Revenuc 


section 


provides, within limi 


eafter discussed, that 1f taxpayers 
ore property tor stoc k or 


ration which they 


securities ol 
thereafter control, 


with 
That is, if a 


is recognized respect 


to the transaction taxpayer! 


exchanges a parcel of unimproved real estat: 
OOO for General Motors. stock 
worth $10,000, he has a taxable gain of 
$5,000: if he 


costing $5 


real 


exchanges thie 


estate for 
stock in a formed within the 


requirements of Section 112 (b) (5), no tax 


corporation 


will be 


consequences recognized By its 


terms, the statute requires that the 
be exchanged solely for the 


ties; that 


property 


stock or securi 


“immediately after the exchange’ 
the transferors must be in “co ol” of the 


corporation as that term is defined in the 


statute; and that tl stock received by the 


transterors must be substantially in prop: 


tion to their respective contributions 


[he statute in general is reasonably ex 


plicit and decisions of the courts have given 


“prop 
“con 


measurable content to such terms as 
“solely,” “stock o1 


trol” and 


erty,” securities,” 
“substantially in proportion.” lo 
this extent the and 


however, two critical 


statute is complete 


definitive Chere are, 


areas with respect to Section 112 (b) (5) in 


} 


which the statutes and decisions are 


some 
Cone probl m 


which 


thing less than enlightening. 


relates to the extent te taxpavers 


THAN the benefits t thre 
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statute 


April, 
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Digests and Comments 
from Other Periodicals 


«+ « Staff Prepared 


through merely formal contormance thereto 


pursuant to a plan to minimize taxes. The 
concerns the method in which tl 


held in 


assets are 


second i¢ 


basis of assets partnership shifts 


when those exchanged for cot 
porate stock in 


the statute 


a tax-free transaction under 


The same rules apply to partnerships that 
apply to other business enterprises and indi 
secking to conform to the 
Section 112 (b) (5) 
some special factors, 


be noted \n 
in the 


viduals require 


ments of There are 
however, which should 
interest in a partnership or 
partnership is clearly 
Section 112 (b) (5) provides that 


tax conse quences 


assets Of a 
property 
may be deferred when a 
“person” contributes property to a corpora 
stock The 
individuals, corporations 
It thus appears that Se 
tion 112 (b) (5) may apply not only wher« 
their 
corporation in 


exchange for its 


includes 


tion in term 
“person” 
and partnerships 
individual partners transfert partner 
ship interests as such to a 

exchange for its sto k, but also where the 
convevs the assets oft 


such 


lp to 


partne rship 


the partners} 


stocl 


i corporation in exchange 


tor its 


Not 


he created, 


that a « 
without tax consequences, 


only is it clear 
may 
from property contributed to it by or through 
i partnership; it is likewise clear that non 


ion with the 


partners may partners to create 
other 


ments of Section 112 (b) (5) are 


the new corporation if the require 


Like 


where property 1s contributed by t 


met 
wise, 
partnership and the stock is issued directly 


to the there be comphance 


partners, may 
with Section 112 (b) (5) 
though “ 


after the 


This is true al 


ontrol” of the 


11 
ft 


corporation is he 


transaction by the partners and 


the property was contributed by the part 
indi 


earned by the 


nership entity. Of course, partners are 


vidually taxed with income 
partnership during the year in which it is 


transformed into a corporation 
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However the transaction may be arranged 
care must be taken in its completion in the 
cases involving partnerships and sole 


alike \ 


taken to show 


trad 
should he 
and value of the 
establish net in 


ers 


closing inventory 
the amount 
transferred and to 


the partnership prior to 


angements for yx 


assets 


come 


the 


received by 
transter Art 
transter ot 


should be 


me and 


stponing 


accounts receivable and pavabl 


to avoid distorting 
deductions of the 
the corporation paid debts 
could well be 
nvestment of 
than 
such a 
normally be 
incorpors 


made in order 


corporation 
example, if 
partnership, payment 
ered as a part of the 
rporation in the rather 


expense In 


assets, 


qd as current 


accounts should paid 
partnership betore 
be immediately deductible 


tnership. If the 


part, bonds for thei1 


partners 
z. the 


lending 


interes Treasury 


accuse them otf 


just 
a fictitious ct 


money to 


rel tionship 


corpe 


| 
afoul of 


ration; ! < mAVOT 
the 
102 


might 


poration 
sect 


1oOns 


little 


ements ot 


there 1s difference 


section 


general 
112 (b) (5) betwee 
involving 


requit 


orporations partnerships 


other indi 
partnership, how 
ation of additional 
whether it should be in 
the 


and 
, 
MmVOtTViIn 


12 sol 
The 
Ils for 


traders o1 
nature of a 
a consider 

rs in deciding 
rporated, and in 
Phose 


basis proble 11S 


actual mcorporation 
itself factors deal principally with 


General rules ni 


ven the use 
f examples—in the solution of basis prob 


lems are dang erous, because 


the hi 


e of them are 


decisions must 


he made mn 


ght of agnumber 
Cc) 


factors 
Som unconnected 
consequences 


Even those fact 


significance may be contradt 


point wo one met | 


rr omuight 


ation while another tactor po 
rent method. But if decision ts 


most elementary 


plane and allowance 


the influence 


We 
s receivable of the 
the 
back to the 


should recogni 
sunt partners: 


corporation foll 
stockholders, 


ansterred to 
ans 


nce rporation” proble 1s 


Phe penalty for noncontormance with 
112 (b) may be 
24 (b) applies, Since 


tion (5) severe It 


Articles 


The penalty for nonconformance with 
Section 112 (b) (5) may be severe if 
Section 24 (b) applies, since gains 

on the exchange of property 

for stock of the corporation may 

be recognized while losses 

are ignored, Mr. Rice writes. 


(3) Distribution in kind of partnership 


incorporation 1s 
the 


nership interests is higher than 


entity tor its 


assets prior to normally 


thre 


basis ol 


advantageous where basis for 


the 


assets 


part 


the partnership 


This he basis 
corporation when it depreciates or 
The corporation 


rtner-transterors 1 


(a) gives a hig 


tor the 
sells the 
the basis of 


ather than the part 


takes 


lip entity 
(b) Distribution invites pr 
mav be difficult 


oble 1s 
uation which 


(c) Distribution invites problems with 


respect t 


to the 


’ , 
allocation of the 


partners’ basis 


assets thev received (Set pomt (7).) 


(d) In addition to the problem described 


in point (1), it 
avoid the transter to 


may also be desirable te 


the corporation 
accounts receivable and payable 
so may equally 


and the corporation 


} 
likely to le true 


other on the accrual 


Since 
distort mecorme 1] 


nership 
one 1s Oo} 
basis 

botl are on the sare 


acco 


t partnes } Pp 


corporation will nm 


rimally the 


pre 
valua 
prospect 
ated the 
the as , lor 


rea h 
the 

pre ble is oft 

] 


as those 
| rie 


vhat less « 


outhned in 


ritical; the 


would tre 


transite 


transter ot basis 
scemms remote 


(5) it ts probable that transter of asset 


} the corporation 
he corporation taking the 
the 


rship to will 
basis of 


1S sec 


onstrable tax-a | 


VOI ATIC! 


transaction. Consequently, 


sccedure normally is 


indicated 


vartnership basis for its 


the partners for 
The « 
tor thre 


and sale In 


assets 1s 
the basis a) 
interest poration 


ba 1s assets 


tor 


MOSES OF deprec atiol 
thie 


partners 


addi 
problem of allocating the basis of 


c assets of the partner 
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ta 
tu 


at 


| 


which 


preferred 


Tt tners 
part! 


r 


te r 


a 


concern 


basis 


from the 


Charitable Contributions 


““Charity—Gifts in Trust—Life Insur- 
ance."’ Fiduciary Review, March, 1954. 


, 
AC 


54-48, 1954-6 


Revenue 


Ruling 
Internal 
the holding of 
t Appeals in 

{ 9217, 202 


1 


I 


States 
ir 


recent venue 


Phe 


R 


vik 


t} 


tl thie 


lat 


to 


Si its tacts 


vill 


Seventh 


mit 
( 


Court 


l 


the ircuit 
Clark, 53-1 ust 


\ brief review 


ntributions 


( stoner 


aspects 


338 


ont 
(2d) 94 
ot 


t this and other 


‘ under the 


haritable 


April, 


son interesting Oppol 


charity and tax economy 


x laws suggests 


nities to e 
the same time and in a very proper way 


present 


The 20 per cent limit. 
I 


23(0) the 


I yt al 


Inter 


sect 


rele 


ctible 


is tl 


la 


1 


of ten immediately precea 


! put 


ict is cont! < 


r 


taxpaye 


times, 
| Yt) 


1 t 


n per 


! 


the 20) per ( 


deduction 


not overrul 


decided 


erniment 


Thi 


Deductions for gift limited to income in- 


1 


t ; 


tt 


try 
t rus 


OT eriy 


terest. 


mi the 


at ( 


at deduction may t 


one Phere 


ift of an 


the 


interé 


ach vear as the income othe 


} 
I 


arity 


IIR 


roperty is enjoved by the « 
CCH Dec. 18,071, 16 Tt 
But, how is the deductible present 
Presumably 


use of the | 
(Sullivan, 
(Ac q.)) 

of 
the gift tax regulations would be applicabl 


(I. J VII-1 CB 90). Thus. a 
1954 


the 


worth gift computed ? 


if ax 


207 
2597, 
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1 
t 


LB 
V 


l 


ayer in 1954 transfers $1,000 in trust to pay 


icome te 


ersion tl 


) 


( 


charity for ten years with a re 


reupon to him, the amount of his 


954 deduction would be $291.08, assuming 


is SUM d es not exceed 2 


adjusted gross income 


a substantial 


a 


poRny 


Ot) 


Articles 


‘ 


hie 


deduction 


principal 
deduction may very well more 


lost for the dura 
latter 


$174.65 


ncome 


i 4 per cent 


| 
or $160 
, 
iV comic 
Saving more thi oftsets 
irthermore, the tax sav 
he first vear and 1s avail 
productive investment which 
] +} 


balances he imcome loss 


me me. 


396 79 


Gift limited to remainder interest. 
\ n tl } hand, be 


worth of the charitable remainder, the amount 
depending upon his age, or, if his wife also 
is involved, upon the ages of both (1.T. 2397, 
VII-1 CB 90: I. T. 3707, 1945 CB 114). At 
illustrative ages the donor’s deduction for 
the gift of a charitable remainder atter his 
life interest in a trust of $1,000 would be 


Age Deduction 
40 $281.29 
1) 370.92 
50 1WO.30 
60 603.21 


Chis means, tor example, that a 30-year 
old ior Whose higher brackets exceed 60 
per cent can retain for lite the income trom 
the $1,000 he transters to the trust and, in 
addition, save approximately $300 from the 
tax collector for his own purposes. In other 
words, he can increase $1,000 to $1,300 tor 
income-producing purposes. At death, ot 

he can transmit only the $300, but 
assumed taxpayer transmission at 
] leature 

Life insurance. mg been held that 
premiums paid ) lI msurance i1rrevo¢ ably 
designated for arity, whether y terms ol 

poli ’ 
valid charitable d ictio (/funton, CCH 
Dex 13,054, 1 { (Acq.); Behrend 
Dec. 7084, 23 B 1037 (Acq)) 
insurance ¢ has anoth possibility 
when considered in connection with the tax 
pave! vho cre; < rus pay income 1o1 
his litetime to charity, 
elsewhere he chari 
insurable interest 
Wilay Ved y 
tr t mcom pr remiums 


1 
1 
olicy of fi amour ven larger tl 


1 
! 


corpus of the trust 


Gifts of property other than money. 


familiar statement ‘ haritable 


appreciate: op y wil oth avoid tax o1 


wry 


is to be mea ired by the 
] 


the property contributed 


148). For examp!l 


now 
e security 
$19,000, but 
ibute $1,000 11 


vill be $19.300 





1951 Revenue 


115 (g) (3 


rom possible 


$18,700, tor hie as a dividend of the amount a 


alized cde precia distributes to the estate Ota deceased tock 


holder for the purchase of his stock, sucl 


legislation the difficulties on 


unlisted securiti 


’ , : 
Preasurv’s valuation tec! 


i Appeals Review Memo 
randum . which was originally devised 1 
evaluate | OOK \ of whiskev labels 
Lhe theor ‘ 34 1s that assets 
carried on he balance sheet should earn a 
taXDaY r ro icon all tur! However, the theory furthe 
hle contribntt skeer pt at most companies have hidden 
1948-1 CB 15) me “as , . such as unrecorded good will 
appreciation in tangible assets. A. R 
4 accepts the bool value ol the listed as ts 
but then places a further value on intane1 
bles. er unstated value lhe approach 


s as jollows 


First, find average book value 
+} 


Valuation ing assets over the representative period 
of Small Companies’ Stock let us assume that this figure is $70,000 


: ¥ total assets of $100,000 less the $30,000 in 
Valuation of Family Businesses for 


Federal Estate Tax Purposes,’’ by Ralph 


. Second find averare normal het carning 
S. Brown. lowa Law Review, Fall, 1953. 
tor the representative period; let us assume 


The author is a member of the Des that our figure of $18,000 is accepted 
Moines, lowa bar. Phird 


investments 


a rate of return (usuall 10) pe 


cent) is then computed upon these operat 


. ing assets, the result in our case bene $7,000 
dual reas : effective tederal 


quickly reach arou 25 per cent and Fourth, from average normal net earning 


these rates are applied on values whicl Is subtracted the return on operating assets 


determined against the background ot and the nonoperating income In our case 


ices in our history—it 1 that would be $18,000, minus $7,000, minus 
rtant in manv estates and $3,000, or a net of $8,000 


\ 
p< arti é attention to . 
oe eee = iat Fifth, the balance obtained is attributabl 
interests in family businesses 


to intangibles and is capitalized at a high 
ast, few types of prop rate, usually 20 per cent his resulting 
re frequently overvalued value of intangibles, five times $8,000, © 
It has not been unusual $40,000, is added to the sum of the value 
to attempt to value som operating and nonoperating assets, to a 
small businesses on the basis of statistics rive at the total asset value of the company 
hich are more appropriate for the valua In our illustration, that means $140,000 (whicl 
tion of du Pont stock than for the relatively is $100,000 plus $40,000) 
mall $100,000 corporation. Such valuation Sixth, the portion attributable to the 
ol course, completely ignores the tact that terest then being valued is computed 
this case it would be $140,000 less the 


bilities of $37,000, or a total value 


stock gives to the investor 

in his Investment, as well 
irity his overvaluation te company tor the decedent ol $103,000, 
leney ot the Treasury has had Congres 
sional recognition in Section 811(k), added It should be noted that in this instances 
bv the Revenue Act of 1943. which provides \. R. M. 34 substantiates the value ob 
that in valuing unlisted securities, a compas tamed by capitalizing operating income and 
ison to listed securities ot corporations im the adding thereto the value of the mivestiient 
same or similar line of business shall be In most cases, it will be found that A. R. M 


considered, In addition, Congress provided 34 gives a higher value than other comp 
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' t 


this is that A. R. M lability is limited to the property received, 

s at trom five to ten and attaches to the transferee only if the 
today stocks sell for only transteror was imsolvent at the time ot 
times earnings transfer or was rendered insolvent by the 


transtet 
problem . 


businesses i Exactly what must one do to become 

sell ayvreement hable jor tax, aS a transtereer Here ar¢ 

reement 1s an agreement among the main tests: (1) Transfer must be made 
associates, either partners or stock after hability has accrued and, of course, 
which provides that the survivor the transferor must have been lable him 


decedent's interest in the busine S¢ If: (2) before the transterec proceeding 1s 
commenced efforts must be made to collect 
aViIng thie beneficial re 


: ; the tax from the original taxpayer; (3) 
conclusivel roverning thie 


\ 2 


; there mu be a transite f valuable assets 
stock subject to its terms, the rere st be a transfer of valuable ass« 


meni sian ten Sa a to the transferee from the transteror, which 


leaves the transteror insolvent \ tras 
decedent of insuring 


1 1 teree, it has been said in this connection 
i market a lair pri ri nter { 


i ( 1} 


the busin« is “one who takes the property of anothet 
¢ MuSINeSS 
without full, fair and adequate consideration 


Since usually the buy-and-sell agreement therefor, to prejudice of the rights of cred 


nterest in a tamily business will be itors’; the proceeding against transteree 


family members and the purchaser must be begun within the period specified 


agreement will be the natural jn the statute of limitations applicable to 


he seller’s bounty, 1f 1s necessary the case 
remely caretul in the methods used 


Obviously, though, not ver transter 
1 family buy-and-sell agreement bileicsnc ’ , side tonal, , 
, : ; makes the transteree lable For example 
Certainly, neither the Treasury k | khold 
: th S aft sto stocklhe S 
courts will accept a buv-and-sel l@ mere sale of Sto va stockholder doc 


| 1) ce the | ra trans Si 
igreement for value purposes, vhicl looks ! 1 make tlie uve! 4 ralisteres Ihe ale 


} 


more hke a gift or legacy than a sale Va partnership o1 by a corporation of its 


; t to another corporation tol stock ot 
The agreement must restrict thre power ol 


tion of the stock by the decedent 


his litetime if it is to be given effect 
ov seller without assets to satisfy its creditors, 
te tax purposes 


latter, which stock 1s issued directly to 


the stockholders of the seller, leaving the 


makes the purchaser lable as transferee to 
creditors of the seller, to the extent of the 
Unpaid Federal Taxes value of the property received, The theory 


is that the transaction is a fraud upon cred 


“Liability of Fiduciary for Decedent's 

Unpaid Federal Taxes and That of ; 
be. Where the Commissioner undertakes to 

Transferee for Federal Taxes, by inte: Renmakenee Vadliie: thus. ter eld 

Joseph Berman and Daniel S. Berman. 

Kentucky Law Journal, January, 1954. 


itors, and the purchaser is a party to the fraud 


abl to check the facts, la V, rules and 
regulations on the following defenses 
The authors are members of the New (1) Has the ( 


omniusstoner attempted t 
York bar. collect the t 


ax trom the transferor 


Whe transfer liability is sev al. rd (2) Has the transferee paid full consid 


are less 


o-rata share of the t: eration for the property transferred ? 


be held hable f it (2) Wall the transfer leave the transferor 
transteror’s tax up to 


assets received by thie and the 


bankrupt and unable to pay the tax mvolved 
debts to his creditors ? 

transicres These rules apply to ; ; 

(4) Was l¢ transfer made in fraud of 


ransterees, individual transterees | 
’ creditors al thi vovernment although 
and distributees of a tru restate Thi : ’ 
made for an adequate consideration ? 
transferee is also lal or interest and penal 
transferor (5) VU as assessinent mad within thie 


A a ee , 
1119 pro Statute Of limitations 


taxpayer’ (6) If the relationship springs out of a 
rued agi fiduciary capacity, has the fiduciary followed 


the statutory method to discharge himself ? 


Articles 34] 





We cai 


executor must 


' j ‘ 
propound 1 a> 


a basic rule that 
had knowledge of 
ial liability arises The 


that 


have 


tax betore persor 


m the premise personal 


pe nal ww 


nature and can only be 


es. Obviously an execu 


1 
ty 


iles of personal 
filed by 


icter rt 
turns himself are 
\ 


ample iere the executor! 


cedent for 


a period 
the t s death, 
eturns during the 


utor’s administration 


question habilits 
executor 
holding the 


liable 1or 


remain ‘ the 
V Irie I tal aX Vy al 
(one 


rsons 


rie before 


bt o1 


paying 
distribute 
are personally 
unt not 
amount paid or distributed 


an) atne 


xecutor distribute the estate 
the tax, the government 
the tax trom both the 


distrib itees or the 


cecovel 


assets 


A New Look at I. T. 3930 


“Taxation of Oil and Gas Operating 
Agreements—The Scope and Applica- 
tion of |. T. 3930,"’ by Kenneth E. Barn- 
hill, Jr. Rocky Mountain Law Review, 
February, 1954. 


The author is 
attorney. 


a Denver, Colorado 


determined | 


( UL 


State 
Chere 


izatior 


col 


two tests 


April, 


1954 ®@ 


business o1 


are met by all 


than 


sole proprietorships 


iS met in joint Operating agreements because 


the lite of the 


avreement 1S not interruptes 


by the deat} ta CoO-« el and thie 


fourt} 
test 18 met in 


because 


many Operating agreements 


} 


control centralized in the ma 


jority interest or 
act lor all 
own limitati 
tive principle 
operating agreement, 
their shares f the oll 
agreement provides for 
shares in producti 
revocable agency power 
joint-pront object However, it the ag 
ment provides for irrevocable authority 1m 
act and sell tl 


' 
the operator to extr t l] 


there is a joint-profit object in tl 


zation under the terms of 
l certay 
cation | 


operating 


to avoid tl 


3930, any unitizatior 


agreement 


must 


contatr 


lowing provisions 1) a reservation to each 


co-owner or participant of | 
his share of production 

gation of authority 
othe 


must be 


any person to 

revocabl 

owners; 

tv 1S gran 

to market 

contract ci 
minimun 


require 


pront objec 1V¢ 


Las 


operating intet 


becoming involved 


ment does 


aS a corporation, it makes littl 


difference 


from the tax standpoi 


treated for tax purposes 


or qualified partnerships, 
Department and 
them, or as a 
In either case 
turns, attaching 


ae 85, should be 
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Provincial Budgets . 


Federal Revenue .. . 


Neither Deduction nor Income 


Canadian Tax Letter 


Quebec's Income Tax ee thet & was o trading seceyt 
. received in the ording course of the 
Goes into Effect payer's business ané hat the payment 
The new income tax in Quebec PAX! in fact, rental for tl inexpired period 
| | the lease 


Whether 
capital or < I gy rer | \ a questio1 
Ot tact The alt atiol ner 3S¢ to restore 
the leased prem oO ir original state 
required the lessor to practically rebuild 
them Alterations of sucl Inajor nature 
Provincial Budgets Bring could not be considered as purely incidental 
. ° : . to the operation of the lessor’s bu - 
Little Change in Five Provinces Re ee 
Saskatchewan: budget forecasts no tax inexpired period 
1954 Alberta: no tax $4,500 
1954 increased social benefit 
British Columbia: an in 


sales tax to ) nt, to 


The appeal board found that the dispropor 
tion between the amount of the payment 
and the amount of the rental hability labeled 


CMC te 
he payment a capital payment, for one 


would hardly pay $50,000 to be relieved 
the rental liability of $4500—No. 148 3 
Minister of National Revenue, 54 DTC 128 


" 
ol 


ment tax to be cut t 15 
New Brunswick: sales tax 
to 3 per cent—gasoline tax to be incr Averaging Farmer's Income 

to 12 ce1 gallo al , rm 

Qetesia: no addition » but ; " Where a farmer has income from sev- 
minor reductions at dule eral sources, the chief source deter- 

mines eligibility for averaging. 

Payment to Restore Leased Premises \ farmer elected to average his income 


to hi 


Payment to restore leased premises is 
receipt of capital where rental liability clearing business in which he was a 
is disproportionately small. partner. He took no 


mcome, hie recel ( CO Irom a 


active part in the bus 
HiT 1 } lf { ] t 

ness, occupying imselt entirely with he 

operation of his farm whil his partnet 


the looked after the land-clearing usil S The 

tenant had 
Vear averaging perio was vreat th; 

rom the tur ; | ( 1 eater than the 


income received from tarming ie five 


salt tek: Whe partnership income in the ame period 
unexpired period of the lease. For these con The provisions of the act show clearly 


ssions the owner received $50,000, which that a farmer, electing to average, may have 


claimed was a capital payment The several sources of income What 


must be 
Minister assessed this $50,000 as income, determined 


is what 1s the chief source In 
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ar and in the aggregate, 


Voluntary Increase 
as in Alimony Payments 
rom tarming exceeded his 


ccieaten : fee — i mrence < A deduction from income is denied for 

Otte ak Watinest IRs 34 DTC 138 the amount of an alimony payment 
which exceeds the sum incorporated in 
the divorce judgment. 


Liability for Flood Damages By 


Was incorporated in the judgment when the 
Costs of investigating substance of dam- ss divorce was granted, the taxpayer was t 


age claims is a deductible expense. pay his divorced wife 


averaging period, the tax 


a wri 1 scparation agreement which 


$37.50 per month for 


he support of each of two children. Be 
' 
ulp and pay 


company found itself 


cause this amount was deemed insufficient, 
ith a number of claims tor compen 


the payments were voluntarily increased t 
$55 per month 


banks, damaging adjacent prop It 


vhen a river on which it operated 


was held that the $37.50 


net 
The company immediately tool payments 


ere deductible as “period 


ascertain its habilitv and, as a re ments made pursuant to a wi 


of its investigators. settled separation agreement ” The excess ovet 
It then sought to sum is not deductible 
The case dealing with the other side 
cost ! ae ort rom its im : 
the com vas also before the court 
operating expense Minister seca 
: , ar $37.50, part of the payment received f1 
the deduction and the company ; ; 
her former husband, was income Phe 
result of these two decisions is Phe 
company spent the money for mony required by the 
its true position as a deducted by the ex-husband and that sam« 
iding litigation This amount is income to the 


agreement may be 


divo ced Wile 
necessary in a commercial The Sterling Trusts Corporation, lixecutor 


ot in the nature of a capital Estate of WS. Merry v. Minister of Nattona 
Brompton Pulp and Paper z Revenue, 54 DVC 112, and Marks v. Min st 
Vational Revenue, 54 DTC 135 of National Revenue, 54 DTC 125 


or 


FEDERAL GOVERNMENT REVENUE AND EXPENDITURE 
For the Fiscal Years Ending March 31, 1954 and 1955 
(Millions of Dollars) 
Budget Estimated 
Forecast Revenue Forecast 
Revenu: 1953-1954 1953-1954 1954-1955 
onal Income ax 1,250 1,194 1,275 


) 

1,228 1,195 1,200 
. 419 $25 
229 240) 
5388 OUD 
QS 310 


105 108 


$025 $163 
i 127 
215 


$505 


OY) 
56 
laxes 278 28/ 297 
Canadian Tax Fcundation 
Based on nine months actual and three months estimated 
Includes nonresident income tax, succession duties and 


miscellaneous taxes 
Not included in budgetary figures 
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Acq. and Non-acq. 


More on Averaging Income and 
Eliminating Income Tax Inequities 


IK 


In the open aragraphs of Mr. Seid 
ans plan to average income and eliminate 
icome tax mequities (March 


06), he reters to the 


AXES, pare 
larimer a> 


would be helped by 


larming 1s certainly 


ne varies Irom ve 


the explanat on, 
six- and seven 


tax trom 


vcles involved n 


marketing al 


marketing 


breeding 
fsprir 


the number 


Acq. and Non-acq. 


H. R. 7845 to Cure 
Carry-Over Provision Defect 


In my letter published in. the 


1953 “TAXES, it was 


\ugust 
pointed out that Cock 
Section 117 as amended by Section 322 of the 
Revenue Act of 1951 created an unfair situa 
tion with 


respect to long-term loss carry 


overs from 1951 to 1952 and subsequent year 


1 thought that would be 
mterested in knowing that on February 12, 


1954, H. R 


House 


possibly you 
7845 was introduced in the 
and if passed, will cure that detect 
That bill reads as follows 


Be it enacted by the Senate and House 
I Representatives of the United States 
of America in Congress assembled, That 
section 117 (e) of the 
Code 


Internal Revenue 


(relating to capital loss carryover) ts 
hereby 


{ ? ‘ 
) as parag 


amended by redesignating paragraph 


raph (3), and by adding after 
paragraph (1) the following new paragraph 


“"(2) SPECIAL RULE. FOR.COMP!I 
TATION OF CERTAIN GAINS AND 
LOSSES.—lIf in any taxable vear beginning 

x atter October 20, 1951, a taxpayer 

a corporation has a net short 
computed without regard 

h) which is exceeded by a 
rm capital gain in such taxable 
such net short-term capital los 

capital loss carryover from a 
ning betore October 20, 1951, 100 

all capital gains and losses 
account in the computa 
iph (1), of any net capil 

In No Case, 

the net hort 

mputed in accordance 

ph be considered to be 


amount 


computed without 


nor more than the 


term capital gain.’ ” 


JAMES FF. Swirt 
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Tax-Wise 


Meetings of Tax Men 


National Association of Tax Administra- 
tors. he association will hold its confer 
Tune 16 


are to he 


13 through 


aSalle 
North American Gasoline Tax Conference. 
Seattle. Washington, will be host to this 
August 10-13, 1954 


Headquarters will be in the Olympic Hotel 


conterence meeting 

Federal Tax Forum, Inc.— The forum will 
id federal tax dinner at the 
Hotel, New York City, on April 29 
Kennett W Ggemmiull \ 


1 
it innuali 


Biltmore 


sistant to 


Treasury, will be gu 


iss the manner in 


Internal Revenue 


executed, 


Internal Revenue Tax Classes. 


ht weekly 


ppcals becam 
2», 1942, one ot 


aS a judi ial 


April, 


1954 e@ 


Taxes... 
Tax People... 
Things Taxed... 


But two m« 


article 


Kahn, 


bar, listed 


Jose ph 
York 
“objections” in 
States soard 


United 


Judi la 


name, tl 
judici 
The board 


ordinarily possessed by 


imply 


does not have 


judicial he 
power to enforce its process and 


to punish tor ce 
} 


ntempt 


epend upon the assistance 


surt in these latters 


3) An amendment to 
creating the box 


“inde pende 


non judu ial letermin: 
cle partinent 4s Mr 


lo support his 


Kahn aske d 


onclusions 
quoted Jit 
Machine Company, 


220) (1927) 


istice Stone 


TAXES —The Tax Magazine 





is creating 
with power can 
were intended to 
powers which are 
it | the board] 
hs and to 


witnesses and the 


oat 


and records ee 


e board examined 


judi ial manner,” Mr 
thre 1924 Act 
latitude i 


] 


vidence, it toll 


gave it 


1 the manner 


judgments.” 


article was the first 


ions on the “judicial” 
Some tax lawyers 
establishment ol i 

nly tax 


Platt W 


Ray 


penditure s alone excluding liquor store and 


insurance trust amounts—was up 7.6 pet 


cent, to $89.02 per capita tor these states 


Federal Taxes 
Limit State Spending 


Discussing the future of local 
Roger A 
Freeman, special assistant to Washington’s 
Arthur B maintained 
recently that the present tax burden assumed 
by the federal 


to the 


state and 


government spending programs, 


Governor LLanglie, 


government is a handicap 
ability af state and local governments 
oO accept new responsibilities and take better 
care of their current needs. ‘This view was 
presented in the form of an address before 
the Joint Committee on the Economic Re 
port and later furnished the 
article in Tax Review entitled 


Spending 


basis for an 
“State and 
Local Government How Fast 
Will It Rise?” The Review is published by 
The Tax Foundation, Inc 
“Those governments,” 
“would be in 


commented Mr 


Freeman, a better 


position to 
traditional 
ones it the 


Federal government were to vacate 


do a more 


adequate job in then 


fields of activity or enter new 


certain 


] ] 


taxes wh 1 are suitable for stat and local 


use, to consent ayvimen?t in 


local taxation property, 
permut full state and local taxation of pr 


commercial and industrial operation 


Federal land.” 


Showing 


out that 


Callie 


rniments 


in a better positi 


nance tl 


trom their own 


certain 


now imposed by Federal government 


and local use An 


ates 4nd 
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alternative method 





most cases as to hether o not 
indemnity can In collected Justice 
furter has said that denial of 

means only that less than four 


voted to review the case 


lron Cash Chest 


overning bodies.” To this “Sequestrations were not heard of til 


1 1 1 
Wort \ t 


are but “palliatives” that Lord venti lime, when Sir Joh 


' ] } ‘leet (wit OOOO / 
remove tactors which might correct the un lay in the Fleet vith 10000 in an | 


declvine weaknes Cash-Chest in his Chamber) for Disob 


1 ‘ 
chence t Wecree, and woul 


° . . . . . and pay h 1 This being represent 
First in Time Is First in Right tothe Lard Rceper en aetent Couns 
adage sui up the decis \ffront put upon th urt, he authorizes 


\ 


alle 


al 
federal government pay the Duty ¢ , and leave the rest 
nnecticut to him, and d y us Commitme 


rr ttached Krom thence came sequestrations; | 


varving times now are so established as to run 


involved—one ts atter % t Process tails, and is but 


( test oft Nature ota grand Distress, the best Pro 


at Common Law after a Summons, 


a Subpoena is; what need all that 


Sil¢ 


Crriev: 
and Delay of the intervening Process 


The quotation tron North, l 
Keeper Guilford (1742), at ps 


municipal hen ciently old and antique-s 


len +. & Ce vincine evidence of the birtl 
WO- 107 it In Sco and Simpson 


Other Materials 
War Clause Contradictions 845, the above 


‘. puncl 1s stoler 
and Double Indemnity wT 
here ir¢ 
Where life insurance pole ler te 


Seu stration 


clause Swanst. 279. 1 (Ch. 1680) 


Mme. 


City Tax News 
Barberton, Ohio 


acted an ordinanes 


O1 S. W ( 
Supreme 
Che holdin 


diametrically opposed 


bv resid 
rk done ow 
mposed on tl 


businesses, p 
under Pennsvivania law 


he msured Vias killed Pittsburgh a Vo mconmie 


fire in the front lines proved by Ordinance 15, January 


1 
killed “in the time of now in effect and provides t 
held tl | | 


it 


orking in’ Pittsburg! 
11h March ] and endit 
accepted meal ‘ } r 31, 1954 \ net p 


ae | ' Korea vhet nesses and professions 1 


act 


th in killed” and he was killed also apples to residents 


m tine ‘ lhe holding of a case u Pittsburgh townships and bore 
New Jersey coincides with the Texas deci suit with ordinances adoptu 
S1o1 lhe definition makes a difference n in their localities to provide them 
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The | 
\ tew 
Avon Hei 


Glentiel 


axes t 


Mar« h 


Bellevue, Ben 


} 


mn, Crescent, 
Pe nn 


South 


| 
I 


liver, Reserve, 


> 
\ 
dale, Favette, T] 


St. Clair 


St. Louis . 
a 


] 
salaries ald 


fits makes a 


kinds 


ted States Sup 
Marcel l 


the 


se two Olt taxes, 


In Walt 


Vas put 


? 


é 
Cast 
qu 


} 
ences Viol 


f) 


ri { 


speci st 


cliffes 
\mendment 


( won of 


ese ated the 


State Tax News 


California.— | i 
taxes paid to the 


le 


¢ 


ome 


ederal 


4 
$1000 


separat 


tor 


ral 


requires 


mntrodn 


ome chlective 


Maryland. 


} 


Mt 


ossivn 


hornburg 


ilid discrimination between 
according 
Court ruli 


betore 


whether 


government 


etrect 


prov 


xt 
Michigan. 


extel 


Formerly, these 


is deductions 


e term 


overnor 


justed basis © 


| 
] 


the 


statutory 


receipts to 
accounting 


| hese 


the state on 


1) 
pare 


by 


OT 


thre 


Phe 


ASSESSITIL 


al 


Mo 
t 


hts 


, Castle onment are highhehts only 


1 
| epanon 


( Clare 


track 


ate 


New Hampshire. ity of 
: hod of 


purposes 


Farms 
, stock in 


illegal by tl 
urt hold ( | 
Stock 1 


its met 


and 


tan e si 


supreme ci tl 


tl 
100 


! e¢ court ts 


1 


YTOSS 1s assessed 


land 


assesscead i 


r« 


business per cent of market value while 


buildings and machinery are t 


to 
handed 
(3 


low. percen 


New York.— Thx 
Finanee Planning 


report to ¢ 


a Varvillg taves 


submit 


Femporary A\ 


‘ \ 


Commission, 
Dev ‘ 
fuel tax to h 


$750 million hi 


+} 


ting its moyvernor my) 


mended an increase in motor 


elp 


linalce a seven-Vvear, Pliway 


\\ 


construction program pro ) wn 


crease would amount 


in gasoline taxes and 


diesel fuel taxes 


" However, the report poimted 


1S comple ted, th 


throug] 


modern 


1 program 


motorists 
more tl 
Demon 
dened } 

ver approaching 
lot 
l ( 


Strating overt 


ut 


ighw 


avs, 


ston 


«at 


hour, 20 


second and 


ts 
elimination 


stopping 


Startins 
agvall, spends al 


The 


every 


en in tot operating 


st 


of only ten such 


would save 
$31 


day average mo 


{ approximately SS 


' ' 
11¢ average drive! thie 


thre 


SaVS 


could be 


tratine 


that rack 


PMIZESs 


cent ere 


yarn 


| 
asoine Const 


ted 


less 


mila 


three 
New 


1} 


ena trequent factor 
Yor] 

ross rece] 
urt 1] 

al 


stitutional 


for 
by Cit 


compl 


mploved 
oller 


i¢ 


sai CS 


' Wn tu i { 
Dec : 
a been okavec 


mula 


mathemati 


ictitud bt 


i\ 


it itisty con 


requirements the formula 


testing 


Gulf ¢ 


117 
Ohio. 


‘ 195 


A 


company 


lease 


sal 
credit 


items WwW 


“adjusted 1 


‘ 


collect 


Ones mu 
OMmlpal 


Ohio purch 


t 
Phe legislature 
tor the 


1 taxes 


(Continued on page 352) 
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[1954 =MAY 


SUN MON TUE WED THU 


1954 | 


4 
FRI SAT 


State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ARIZONA: May 3—Prop: 
emlannual installment due (last 


May 20—Property 


rtvy tax second 
day) 


reports due (last day) 


ARKANSAS: May 15—Corporate 


| income 


ind information reports and payment of 
first install of tax duc Personal in 
come ane 


ment of fit 


CALIFORNIA: May 31 


due (last day) 


COLORADO: May 1 Franchise 


ii 1 re] rts due (last dav) 


IDAHO: May 10—Property reports { 
ir compant except sleeping cat 


pant ), railroads | 


, transmissio mes 
| 1 
telegraph companies 


pipeline companies due 
ILLINOIS: May 

line rn k Count 

emiannual imstallmen 
INDIANA: May 1—Property req 

Pi pert ta 

May 15—I: 


IOWA: May 1 


rts trom 
May 3 


tallment due 


Tripradiie 


tral Nn 
electric h 


ind street railw: 


LOUISIANA: May 15—Co: 


rts and 


mMrate mcome 
1 
mayinent of first instatiment ot 


and 


, 
| 
Personal mecome eports 


payment of first 


MICHIGAN: May 15—C. 


ile Ki 


nstallment ot tax due 


rporation privy 
tax reports and payment due 
MINNESOTA: May 31-—Propert 
semiannual installment duc 
MISSISSIPPI: May 1—Property 


stallment duc 


350 


tax first 


1954 °@ 


MISSOURI: 


utilities due 


May 1—lroperty reports fron 
May 3 reports 


trom merchants and manutacturers due 


MONTANA: May 30—Property tax r 
ports and payment from telephone 
May 31 


reports to county due (last day) 


Property 


com 
panies duc Foreign corporation 
Prop 


erty tax semiannual installment due 


NEBRASKA: May 1 


first installment due 


Real property tax 


NEW HAMPSHIRE: May 1—Pers 


come tax reports and payment duce 


NEW JERSEY: May 1—Prope: 


quarterly installment due 


NEW MEXICO: May 1—Frane! 


due Pr yperty tax | 


nal in 


Semiannula 
ment due 


NEW YORK: 


come ) 


May 15—lranchi 
reports and payment 


stallment of tax due 


NORTH DAKOTA: 


1 
reports trom utilities ¢ 


May 
1 


OREGON: May 15—}!: 


installment due 


PENNSYLVANIA: May 15— 
net income tax second instal 
Corporation income tax sec 
duc 


RHODE ISLAND: May 1—Corpor 
(income) tax reports payme 
ndar vear duc Franchi ret 


dar vear duc 


SOUTH CAROLINA: May 1 


ity franchise tax duc 


SOUTH DAKOTA: May 30 


corporation 


Public ut 


Domesti 


reports due (last day) 


TEXAS: May 1 


Franchise tax due 


VERMONT: May 15—Bank income (frat 
chise) tax report and payment due Cor 
poration income tax reports and payment 
duc 


TAXES —The Tax Magazine 





VIRGINIA: May 1—Income information WEST VIRGINIA: May 31—Property tax 


reports from individuals duc Individual semiannual installment due (last day) 
income reports due Intangible property 


reports due.—Property reports from cat WISCONSIN: May 1—Property reports 

companies, cat ust and mercantile com of street railway, light, heat and power, air 

panies, express companies, motor bus carrier, conservation and regulation and 

transportation companies in cities and pipeline companies due. May 25—Prop 

to Ss pipeline transmissio1 rporations erty returns due 

and railway and canal corpor: on | . 

Tangible personal property I O1 WYOMING: May Property reports 
from railroads due May 10—Property 

WASHINGTON: May 1 rope tax semiannual installment duc 


ports from private car companies due 


| WASHINGTON TAX TALK—Continued from page 262 


¢ 1 


iXcs CLOW wl h, 1 or secondary schools where lie proceeds 


} 


! 
led children was 


inure to hospitals for crip] 
changed to an exemption tor athletic games 


between teams composed of students from 


elementary or secondary schools where the 


proceeds inure to the benefit of 1ospitals 
smendments whicl a tor crippled children 

al it i Pa \ i i DOpiit y 

committee’s statement The tax on all races is continued at 20 


a oe per cent without the 60-cent exemption 
adqcimssions 


as accepted with The present 20 per cent r: is retained 


exemption from on club dues and initiatio 


provided The tax on matches wh } wo cents 

1,000 and is not affect » thee Slee 

is modified to provide thi —— 

e tax to be more thi ) cent ot 
manutacturer’s { 

lS osit boxes which the 

educes ‘ ver cent 1 to he 


preset 


lutomatt 


Ipril 1 Rate 


State Tax Calendar 





committee provided that an article is not 


to be considered sold prior to April 1, 1954, 


inles possession or right to 


| »bOSSESSION OF 


lhis 


1 
' 


thie articlk passes date 


plans,” 


that 


be tore 


S igned over “lay away 


admissions tax and the 


ns tax, thre commit 
that 
April 


transportation 


tickets 


amendment providing 


are purchased before 


for admissions or 
> the 


dat purchasers of the 


e for refunds (to be obtained 
uct ot thre 


nin the bill 


wit) 


ticket) equal to the 


-cent manutacturer’s gasoline tay 


Sno lions r to be collected and then subse 


quent! refunded im the case of 


venzene, naphtha or other liquids (not in 


cluding 


gasoline ) wever, a 
} allon (| 
he collected 


retail tax ot 


vo cents a cents 


motor motorbo 


vehicle, 
amendment will mean 


t “hot 


that in 


tractor! fuel” jt vill me 


initially pay 


necessary to | 


subse que ntly obtain 


f cutting oil, pre ently sub 
lubri 


provide ad that the 


cents a gallon tax On 
ommittec 
exceed 10 per cent oft the 


manutacturer’s price 


lhe committe 


college 


admiss Ons 


agreed to exempt 
ithletu 
his « 


1 ATTICS 


events trom the 
xemption does not apply te 
Bowl 
reed to th 


present 


such as the 
Lhe committee ag 
ovided by 
but provided tl 

te have our 
alter the date in 
is claim for tu Ho 
| still 


manulact 


vever 


slesaler submit 


yexempt tf 


oO museunis 


benzol, 


In its initial work on the tax revision 
bill, the Ways and Means Committee 
reviewed the testimony of some 600 
witnesses and considered over 15,000 
suggestions from individual taxpayers. 


history or art or science (including plan 
etariums, and exhibitions held in connection 
therewith) operated by a governmental unit 


ranonpront organization 


Insurance company tax studied.-.\ sub 
committee of the House Wavs and 
is now considering plans for the 
taxation of lite 


\leans 
C ommittec 


insurance companies, Until 


some system can be 


worked out, the com 


mittee has announced its intention to extend 


“stops 


the present ap” formula for one mors 


VCal 


The Secretary 


An old problem solved.—In a 
Speaker of the House of 
Joseph W. Martin, Jr 


‘Treasury George M 


letter to 
Representative 
Secretary ol thie 

Humphrey commended 
House Ways and Mean 


relief to million 


the efforts ot the 
Committee in “granting 


ot taxpayers.” 
In particular, he rele 


for double dividend 
needed bit of legislation 


pointed out the 
provisions taxation ol 


income as a long 


The Secretary that feeling has 


taxation 


noted 


this torm oft 


since “Pre 
nized the Inequi 
of dividends in his tax 


1936." He 


major litical 


} 
oosevelt recog 


taxation 


ot March 
‘Both 


almost 


continued 


parties hav 


twenty vears recognized the wu 


double 


“As President Eisenhower told the nation 
Monday night | March 151, the 
] 


Ons tor 


ness of 


taxation of dividends 


relief provi 


double taxation of dividends 


mmportant to all ot us, whether 


ze O1 small 
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Virginia.—A bill in the 


scnate 


duce income taxes as tollows I} 


dividual’s imcome tax S100 


vere 
the reduction would be 20 per cen 


were more than $100, the excess w 


reduced by 
ile vould be 
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Wisconsin. 
tederal 


li terest on 


Wiisconsi anicl 


income tax refunds is not 


taxable 


under Wisconsin law 


] 
Wien received by 


foreign corporation dons 
State Phe 


intangibles, 


business nhl 
interest constitutes mncomie 


and as 


follows. the 
recipient of the interest 


rt thre 


such 
dence t the 


t| 


han the business 
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Federal Tax Calendar 


City Tax Calendar... 


May 15—.1 ) Phoenix 


Tacoma 
( { 
Denver ; ; be May 20—/...11 na: New Orleans 
New York City ban ' 


Philadelphia School May 25—New Yor’: New York City 
District 1a port 


Pittsburgh © tax] c; New York City 
Scranton ct | 
Scranton School District May 31—.1/ St. Louis « 


‘ 


Cincinnati 
Seattle 1 





What You Will Learn from This Issue .. . 


| HE VALUATION of closely held stock for 


IN 


estate 


te tax purposes is a troublesome problem that will always be with 
us and one that is not capable of solution by exact rules. There are cer 
tain standards of methods and procedures that the Commissioner will 
observe. Pages 258, 340 


\\ HIRI: fraud on the part of the taxpayer is 
suspected, the real purpose of the agents’ investigation--the discovery 
of evidence warranting criminal prosecution—-is rarely disclosed to the 
taxpayer. Frequently the tenor of the informal investigation is mis 
interpreted by the taxpayer and incriminating records are disclosed. 
Sometimes informal promises ot Immunity are given, and constitutional 
nights of the taxpayer may be involved if evidence is submitted where 


é " 
even an unenforceable promise of immunity was relied on. VPage 263. 


Pax say mes of lease-back plans mav be outweighed by the low cost 
of other methods of financing, and the uncertainty of a firm’s earnings 


lessens the attractiveness of the lease-back 


M 


of the taxpay ind canneo 


acxye I7Q 
Page jal 


? 
Hide tax penalties do not survive the death 


collected from his estate, there 1s a diver 
gen status of “additions to the tax” provided by cel 
tain sections of . de. Isa penalty by any other name still a penalty ? 


Page 289 


The heavy hand of taxation touches lightly or heavily, depending 
upon the taxpavers’ intent \ sate rule to follow is to disregard the tax 
eitects altogethet and judge the intent of a transaction without them 


> 
Page 303 
y 


The techni 
ANCICS-1n-CoMmM 


the executor 


revaray 


attributes of an oil and 


ment necessary to bring it within I. T. 3930. Page 342 


Also ‘ imp. t meeting tax men, page 346 


citv income tax, page . the contradictions regarding the 
clause” exclusion in life insurance policies, page 34% tax nev 


, 
certain states page new tan developments in 4 anada 


) 


page a $3 





